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The accountant who looks ahead |} 


realizes that to succeed he must have an all-around knowledge ‘of business 
“I do firmly bebeve,” says Charles G. DuBois, of the Ameri- 
can Telephooe aid Telegraph Company, tbat the Fats ate of our pro- 
fession will be the men have ‘with a broad cultural education and 
fesion wil be the men who ae mefoste training in the theory and methods 
of commerce and finance, specializing meanwhile on accounting.” . 

New York University School of Commerce, Accounts and Finance offers just such 

Nem ing ta accounting which leads to the degree of Bachelor of Commercial Science 

and prepares for C.. A. examinations. 

In addition to the torough training in accounting which the University gives, you may 

In addition ve entary work from over 100 courses in banking, finance, insurance, real 

estate, etc. ; 

There are classes in the morning, afternoon and evening. You can get your college 

training while working at business. 


The second semester opened January 31. Now is the time to register. Write at 
i Address the - 


once for your copy of the new catalogue and special accounting <i ‘ 
Secretary, Major B. Foster. : 

New York University School of Commerce, Accounts and Finance : 
Washington Square New York City 
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The Idea of Capitalization as Applied to Public 
Service Corporations 


By JoHN BAvER 


As ordinarily used, the term capitalization signifies the par 
value of a corporation’s stocks and bonds (or securities) out- 
standing. But this is not nearly so definite and simple a matter 
as it sounds and, when applied to public service corporations, 
there is a question whether the term does not assume a more or 
less special significance. The purpose of tiis discussion, there- 


fore, is to consider the concept of capitalization particularly in 
reference to public utility corporations. 

In general, capitalization in the case of a corporation may be 
considered analogous to the term capital as used in the accounting 
sense in the business of a single proprietor or a partnership. Thus 
capital may be defined as the proprietor’s claim to or equity in 
the assets or property of the business. The amount appears as 
a credit balance, and it must not be confused with the assets or 
property which appear as debit items.* As accounts are ordin- 
arily kept, the capital account is intended to show the owner’s 
investment in the business, which is equal to the amount of cash 
or other funds put into the business either directly or through 
the reinvestment of earnings. 


*It is easy to confuse capital as economists employ the term with its strict 
accounting significance. In the former sense capital signifies physical things of 
value, namely assets or property; while in the accounting sense it shows the pro- 
prietor’s equity or interest in the assets. In the first sense capital would appear on the 
debit side of the balance sheet, while in its strict accounting sense it appears on the 
liability side.—J. B, 


l 








The Journal of Accountancy 


Now, in the case of a corporation, the stockholders are strictly 
the proprietors, and by analogy their investment would be the 
capital of the business. In law this would be expected to be 
equal at least to the par value of the capital stock issued. If then 
capitalization were to be used in the case of a corporation through- 
out as analogous to capital in a partnership it would signify the 
par value of the capital stock issued, plus all premiums on stock, 
also plus all surplus reserves accumulated out of income. Still, as 
ordinarily used, the term is not thought of as including premiums 
and surplus and reserves, but is considered as covering also the 
par value of bonds or so-called funded debt outstanding. Never- 
theless there can be no doubt as to the analogy between capital of 
a single proprietor or partnership and the capitalization of a cor- 
poration. The explanation of this contradiction between the real 
significance of the term and its ordinary usage appears to be that 
while from a strictly legal standpoint the stockholders are the 
proprietors, still in reality we think of the bondholders no less 
than the stockholders as forming the corporation. The bond- 
holders, of course, have a long-term interest in the property, and 
we therefore look upon all the permanent or long-term equities 
as investment and include them under capitalization. AnJ while 
premiums and surplus and reserves should be included, and deduc- 
tions should be made for discounts, par value is the more obvious 
thing, is constantly emphasized in legal and financial discussion 
and is therefore regarded par excellence as the capitalization. 
The fundamental notion, nevertheless, is investment, or pro- 
prietorship in the business; and strictly speaking that is the 
significance to which accountants must logically adhere. 

If now we turn to public service corporations, we find there 
particularly that the legal view of the corporation has been 
extended and the change in effect has been accepted into 
law. The real nature of the public service corporation 
appears in the rate cases and in the control of return on 
investment. Our general theory, which is recognized in the 
law as interpreted, is that a corporation is entitled to a fair 
return on its property, which must be valued on a reason- 
able basis. While this idea has never been clearly set forth 
by any commission, the question that necessarily comes up 


2 

















Capitalization and Public Service Corporations 


is what interests are considered as constituting the company 
whose return we are fixing. The answer can be readily discov- 
ered if we examine the general practice in rate cases. First an 
appraisal is made of all the fixed or more permanent property 
used in service and to this is added an amount for working 
capital. The latter is usually determined by taking the sum of 
the current assets connected with the business and deducting the 
current liabilities. The total valuation is considered the invest- 
ment of the company, and the return allowed is based on the 
amount.* 

It should be clear that what the process amounts to is that 
a valuation is placed on all the assets employed in connection with 
the service and from the amount a deduction is made equal to the 
current liabilities. The result is the company’s investment. Now, 
why the deduction? Why not consider the investment equal to 
the sum of all the assets? The only answer is, though the fact 
has never been so stated, that the commissions and courts do not 
consider the current creditors as forming part of the company. 
Then, we may ask, why not deduct all liabilities, so as to deter- 
mine simply the stockholders’ investment? The answer is that 
all interests except current creditors’ are treated as the company’s 
and are therefore included in the valuation. 


With this clearly extended notion of the corporation there 
should be a corresponding extension of the idea of capitalization. 
The broadest view would include all the interests in the property 
except current liabilities; it would include all permanent or long- 
term investment, while current liabilities would be treated strictly 
as obligations of the “company.” If we accept this idea, then we 
face the question how to distinguish between obligations to be 
included under current liabilities and those considered as capi- 
talization. 

One line of distinction that might be urged would be the pur- 
pose for which the obligation is incurred. If it is for current 
account, representing labor charged to operating expenses or 
interest charged to income account, it might be considered as a 
mere temporary debt and not as investment of the company. 





* It should be noted that fixed capital and working capital, as used in most of the 
prescribed public utility accounts, do not signify “capital” in the accounting sense, but 
rather as economists use the term, i. ¢., assets.—J. B. 
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But, if it represents a charge to property account or funds 
provided for construction purposes, it would be viewed as invest- 
ment and included in capitalization. The difficulty with this 
separation would be that the origin of a liability, or the direct 
purpose in creating it, does not finally control, whether the item 
actually represents a current or a property charge. For example, 
accounts payable may be due to the purchase of materials and 
supplies, which may finally be used for both current and construc- 
tion purposes. Or a liability may be due to direct charges to 
operating expenses, but the funds derived from revenue which 
might be used for payment are actually employed for construc- 
tion; then the liability really represents property and should be 
treated as capitalization. But later funds may be obtained 
through long-term loans and may be used to pay the obligations 
in question and thus really serve current purposes. It is prac- 
tically impossible to keep track of funds in reference to their 
source and then to trace them to their destination. 

A better division between current liabilities and items included 
under capitalization would be the length of time for which they 
are issued. For practical purposes obligations issued for a year 
or less might be treated as current, while those for over a year 
might be considered capitalization. The public service commis- 
sions law of New York and most of the public utility acts follow 
this idea. The laws contemplate that no capitalization shall be 
issued except for the acquisition of new property, and they 
require the authorization of the commission only for obligations 
issued for a term of more than one year. Debts incurred for a 
period of a year or less are thus considered as current liabilities 
and not investment. The difficulty, however, with this distinction 
is that in the case of holding company organizations much of the 
construction of the subsidiaries is financed by the holding com- 
pany in the form of book advances or demand notes. These would 
appear as current liabilities while in reality they constitute 
investment. 

For practical purposes the best line of separation between 
capitalization items and current liabilities is whether the obliga- 
tions are in form interest bearing or non-interest bearing. If 
the latter, they may be treated as temporary or actual debt of 
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the company ; and if the former, they may be considered as repre- 
senting capital investment. This distinction corresponds well with 
the usual business practice. Loans that are really temporary are 
usually non-interest bearing in form; only relatively long-term 
debts usually bear direct interest. Moreover, the grouping corre- 
sponds with the idea that underlies most of the commission class- 
ification of accounts. All interest accruals, whether on so-called 
funded or unfunded debt, are included among income deductions, 
being treated strictly as income appropriations, the same as divi- 
dend charges. If, therefore, all interest is considered as repre- 
senting income, should not the obligations in turn be viewed as 
capital of the company? If interest bearing obligations are not 
placed under the capital or proprietary group, then logically the 
interest accruals should be included among the operating expenses 
and not among income deductions. Since, however, all interest 
charges are classed as income, then all interest bearing obligations 
must be considered as capital and consistently should be grouped 
under the capitalization of the company. 


A modification of the simple but logical rule just outlined 
would have to be made in the case of holding company advances 
or obligations to any affiliated company in a group. The advances 
are usually made on open book account and are non-interest 
bearing in form, although in reality they constitute capital obli- 
gations and should be included in the capitalization of the com- 
pany. While in theory only construction advances should be 
included, practically, as already explained, it is impossible finely 
to separate construction from operating liabilities; so the best 
procedure would probably be to include all amounts owing to 
associated companies a& capital items. In some cases this might 
include some unjustifiable amounts, but for the most part would 
probably show the facts more accurately than any arbitrary 
separation between construction and strictly current advances. It 
should be remembered that, if there are considerable amounts 
owing to associated companies on current account, the funds 
accumulated for payment have probably been used for construc- 
tion purposes, or in any event the advances have saved the com- 
pany from furnishing adequate working capital of its own. It 
seems, therefore, that there can be no serious objection to includ- 
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ing under capital obligations not only all interest bearing debts 
but all advances from associated concerns. 


In a broad sense, then, we should consider all permanent 
investment as capitalization and judge permanence along the line 
just explained. Capitalization would thus include all interest 
bearing obligations, all advances from associated companies, all 
capital stock investments, surplus and all reserves created out of 
income. Consistent with this view, all discounts on the issue of 
capital stock or interest bearing indebtedness should be excluded, 
while the premiums should be included. A distinction should be 
made between operating reserves and capital reserves. The latter 
are created out of charges to income, representing reinvested earn- 
ings, and should be included in capitalization. Operating reserves, 
however, result through charges to operating expenses and repre- 
sent public contributions for the complete maintenance of prop- 
erty or for contingent or undetermined operating liabilities. They 
are not company investments and therefore do not form a part 
of the capitalization.* 

Another item that should be excluded is an amount equal to 
the accrued dividend payments, corresponding to interest accrued, 
which should not be viewed as capital. These amounts represent 
income to be taken by investors. In the case of interest, the 
amount is definitely determined, but for accrued dividends an 
adjustment would have to be made on the basis of past dividend 
payments. 

The broad view of capitalization that has been presented cor- 
responds ideally with the actual permanent investment on which 
income is received by the investors. With proper accounting 
throughout, the amount would represent the valuation on which a 
return should be allowed in a rate case. It would be the direct 
sacrifice incurred by investors for the benefit of the public service. 
For the future at least this would be the most desirable basis 
upon which to fix the return to investors. Unfortunately, how- 
ever, for present or existing investments, the capitalization shown 





* The distinction between capital and operating reserves is exceedingly important 
and should be emphasized in commission classifications. But the idea is not clearly 
recognized in any classification that the writer has seen. This simply means that in 
this respect as in various others, accounting classifications have not been drawn up 
consistently throughout with the views that are or should be followed in rate 
cases.—J. B. 
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by the companies has no special significance. The amounts shown 
in too many cases represent no actual investment, and in no case 
could be accepted outright as measuring the direct sacrifice by 
investors and as the basis of a return in a rate case. For this 
reason, until the properties of the public service corporations 
have been especially valued for the purpose of controlling the 
return on investment, and the amounts have been taken on the 
books and the capitalization adjusted accordingly, any classifica- 
tion that may be made will have no economic significance. Thus 
at present any clear-cut definition of capitalization applied to the 
companies reporting to the commissions will show only nominal 
amounts which do not show actual investment or amounts whose 
income will be protected in rate making. 


Some time, however, we may hope that a clear policy of regu- 
lation may be adopted so that the control of return to investors 
may be exercised directly through the accounts. Such a policy 
would require the adoption of a clear-cut method of valuing 
existing investment and a general valuation of all present prop- 
erties; the resulting amounts should be taken on the books of 
the companies and should be taken as the basis of a return. 
Then for any future investments additional returns should be 
allowed according to the rate involved in the issue of securities. 
Thus the return allowed could be automatically fixed and con- 
trolled through the accounts, and any excess profits could go to 
the state in the form of a franchise tax. Investors would know 
where they stand; the terms on which they would put their capi- 
tal to the public service would be clear; present confusion attend- 
ing all public utility investments would be cleared up and we 
could have real regulation.* 

For the present logical classification is really unimportant, but 
for the sake of the future there should be consistency in our 
classification with our method of controlling return on investment. 

While in a broad sense capitalization is the proprietary interest 
of a company, the scope of the term as above outlined is too 





* For detailed discussion of regulating the return on public utility investments, see 
articles by the writer, Electric Railway Journal, March 11, 1916, and Political Science 
Quarterly, June, 1916. For discussion of the desirable basis for valuing existing 
properties, see Political Science Quarterly, June, 1915, and Quarterly Journal of 
Economics, June, 1916. 
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broad to be at all consistent with ordinary usage. Although the 
latter has not been definitely determined, still, when we speak of 
the capitalization of a company, we scarcely think of premiums, 
surplus and reserves—which nevertheless constitute capital 
investment. Not to depart too far from every-day meaning, we 
might limit the term capitalization to the par amount of what 
we may call capital obligations, including capital stock, bonds, all 
interest bearing debts and advances from affiliated companies. 
Then, in order to show the complete capitalization, we might make 
a second grouping under the title capital reserve, which would 
include all premiums less discounts, also the permanent surplus 
and the reserves created out of income. Capitalization in the 
broader sense would consist of the sum of the two groups, while 
in the narrower sense it would be simply the par value of the 
capital obligations. 


The limitation that has been suggested would correspond 
clearly with the popular idea that capitalization represents par 
value ; and the supplementary grouping would provide for a state- 
ment of total investment. From a statistical standpoint, however, 
it may be better to disregard par value and under capital obliga- 
tions include net primary investments and under capital reserves 
place all reinvestment of income. While this classification would 
disregard par value, which really has no great direct accounting 
importance, it would still keep the term capitalization reasonably 
close to ordinary usage and would show facts of real significance. 
Thus capitalization in the narrower sense would include the par 
value of stocks and bonds, plus premiums and less discounts, all 
advances from affiliated companies and all interest bearing obliga- 
tions. The capital reserves would include only income items, 
sinking fund reserves, miscellaneous special reserves and perma- 
nent surplus. And capitalization in the broader sense would 
include the sum of the two groups. 


The grouping just outlined seems to be the most desirable for 
permanent accounting and statistical purposes. If there had been 
proper accounting throughout it would show under the first group 
the net primary or original investment and under the second the 
amount of reinvested income. A distinction would thus be main- 
tained between the money or equivalent directly put into the 
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business by the stockholders and other investors and the profits 
put back into the business. This distinction obviously has impor- 
tance in rate cases and the-control of return on investment. But, 
whatever particular sub-grouping may be adopted, the classifica- 
tion should nevertheless provide for showing the total invest- 
ment entitled to a return from the public, i e., the capitalization in 
the broader sense. While, as already stated, this would have no 
particular significance at present, for the future, when regula- 
tion will have been more definitely determined and when the 
companies’ accounts have been readjusted so as to represent 
really the investors’ sacrifice and the public’s obligations, the 
general classification here suggested seems fairly important. 
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Need of Uniform Accounting in the Lumber 


Industry* 
By Joun G. McIntTosu, C.P.A. 


The lumber industry, perhaps, more than any other, needs 
uniform accounting. One much-to-be-desired result of it would 
be preparedness to present trustworthy representative statements 
of costs and realization to various governmental agencies when 
needed. 


Contact between the industry and the government is becoming 
more and more intimate as time passes. The interstate commerce 
commission determines what the freight shall be. The vital rela- 
tion of this governmental function to the lumber business is 
shown in the fact that the freight from the Pacific-Northwest on 
probably two-thirds of the lumber exceeds the price received by 
the mills. Conditions of competition between the different lumber 
producing sections of the country are such that an increased 
freight rate from one section narrows that section’s market for 
lumber and reduces the net price for what is sold. Considering 
the small margin of profit, in those occasional years when there 
is a profit in manufacturing lumber, it is easily understood that 
when the railroads ask the interstate commerce commission for 
an increase in the freight rates the lumbermen are of necessity 
compelled to go to Washington and combat the proposed advance. 

Congress through its committees fixes the duty on lumber 
and shingles coming from Canada. In a few years, nearly every 
one hopes and believes, the tariff will be administered by a non- 
political commission that will make an impartial scientific study 
of each problem coming before it. In consequence, the lumber 
business as a whole will have to submit indisputable figures as 
to the cost and the price received in order to secure the consider- 
ation to which it is entitled. Individual statements made up 
under a miscellaneous lot of segregations are not likely to serve 
the purpose satisfactorily. 


“® An address delivered before the Washington Society of Certified Public Account- 
ants at Seattle, 1916. 
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Need of Uniform Accounting in Lumber Industry 


The federal trade commission, in a helpful spirit, has been 
working along the constructive side of the industry in connection 
with and supplementing a former investigation. At the request 
of the lumbermen the commission gave them hearings at Chicago, 
Tacoma and San Francisco last summer and at Washington, 
D. C., during the past winter. It is hoped that with the aid of 
the commission some way may be found to relieve the distressful 
condition of the business. Two suggestions of the lumbermen 
were that they be permitted to organize for the purpose of 
developing foreign markets and that they be permitted to 
cooperate in some plan whereby the volume of lumber produced 
could be gauged approximately by the volume absorbed by the 
current market. 


Another governmental agency, the forest service in conjunc- 
tion with the department of commerce, assisted the federal 
trade commission by supplying statistical and general informa- 
tion, the results of study which the service had made with the 
cooperation of the lumbermen. The statistical data included 
the original cost of timber, the cost of carrying it, the cost of 
logging, manufacturing and selling and the price realized for 
the product. 

As another instance of the relations between the government 
and the lumber business it might be mentioned, by the way, that 
the forest service competes to some extent with the manufac- 
turers. It controls large bodies of government-owned timber 
and from time to time sells parcels of it at prices and on terms 
that enable operators in that timber to undersell those who own 
their timber or who obtain their supply from private holdings. 
Lumbermen are asking that the government discontinue the sale 
of timber so far as it unfairly injures private enterprise. 

You are quite familiar with the treasury department's interest 
in the lumber as well as in other kinds of business, and you 
have observed that the government comes to the mill office. In 
instances above cited the process is reversed and the industry 
has to go to the government and plead for such freight rates, 
import duties and other conditions as will permit the making 
of profit or even the avoidance of bankruptcy. 

In these efforts to secure favorable conditions, so far as the 
government can assist in bringing them about, the industry will 
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in all probability find it increasingly necessary to submit 
analytical exhibits of costs and realization. Prior to the federal 
trade commission’s hearings statistics of this nature have gener- 
ally been so unsystematic that it is doubtful whether they have 
on the whole been of much real service or not. Perhaps some 
of you will recall the testimony of a prominent lumber manu- 
facturer at a freight rate hearing at Washington a few years ago 
as to a marvelous percentage of profit in his operation. That 
testimony undoubtedly sank deep and remained long in the minds 
of officials and the public generally, regardless of whether the 
figures were correct and if so whether they were not the result 
of conditions that had no relevancy to the matter under consid- 
eration. 

Uniform accounting would enable lumbermen to prepare 
promptly and economically, whenever required in pleas to the 
government, composite statements that would be representative 
of the industry, and these would be supported by the identically 
analyzed constituent statements of individual producers and 
groups of producers. 

There is pressing need of uniformity of accounting within 
the industry itself. There are many cost segregations in use— 
some excellent, some otherwise. There’s the rub—there is too 
much diversity in lumber accounting. There are about as many 
methods of cost keeping and cost reporting as there are pro- 
ducers; individual conception or want of conception governs the 
accounting in a majority of the operations. Many a mill is 
spending considerable time and money on a system that provides 
a comparison of its own figures only, when with uniformity 
with the same or even less expense, it could multiply the benefit 
many times in comparing with composite figures of a group of 
similar operations and with identical statements of other indi- 
vidual operators. 

It is rare to find even a small group of producers who can 
compare costs with each other intelligently. For example, one 
operator asserts that his manufacturing cost is $4.00 and another 
acknowledges that his is $5.00, while both are in error through 
the omission of part or all of such costs as depreciation, salaries, 
insurance and taxes. Another makes a favorable showing in 
comparing with a competitor by averaging the expenses on a 
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mill tally of lumber that exceeds the actual production by 5 per 
cent. or 10 per cent. or even more. A manager felicitates him- 
self on a labor cost of only $1.00 in his sawmill against a neigh- 
bor’s cost of $1.25 until it is ascertained that with millwrights, 
power, cleaning up, etc., accounted for, the $1.25 mill has really 
the cheaper operation. Another shows a small cost for yard 
maintenance until it is found that the labor and lumber used in 
repairing have not been charged. The same difficulty is found 
in comparing logging costs. More often than not the attempted 
comparison is not completed, i. e., the differences are not analyzed 
owing to the difficulty of recasting the cost statements. 


Then there is the considerable class of operators who keep 
practically no cost accounts. Since guessing the cost nearly 
always means underestimating it, these operators furnish a large 
part of the cut-throat competition which is so damaging to the 
business and which finally turns the plant over to the bank. It 
is felt that the use of a uniform cost statement would be of 
especial benefit to these men and consequently to the entire 
industry. 

Uniform accounting would not mean immediate adoption of 
identical forms and books nor that the smallest operator would 
keep as elaborate a segregation of expense as might be desired 
by the largest. It would simply require the use of certain general 
divisions of the total cost, each division embracing exactly the 
same factors of expense in the statements of every operator, and 
each division separable also into smaller elements as desired. 

In the direct manufacturing cost, for instance, the minimum 
of cost-detail in a uniform statement might include as major 
items pond, sawmill, kilns, planers and yard, each divided into 
labor, supplies and maintenance, with power cost also indicated. 
If a mill desired more analysis, say, in the yard cost for example, 
it could show sorting, moving, piling, shipping, etc., and at the 
same time its total of these minor elements would be comparable 
with the single item of yard labor cost of the mills not caring 
for the more elaborate distribution. 

The general expense could be treated in the same manner. 
The least detail to be shown in a uniform statement by any mill 
would be, say, salaries, sundry expense, casualty expense, fire 
insurance and taxes; but any statement could subdivide these 
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items and still retain comparison with the less detailed exhibits. 
Uniformity of cost accounting would necessarily include 
uniformity of the finer distributions for the mills wanting them. 
It would also cover lath and shingle mills, box factories and 
other subsidiary operations. 


Simplicity should rule. It should be kept in mind that few 
managers and superintendents are familiar with technical 
accounting and that a majority of them are too busy with the 
productive side of the operation to give to intricate statements 
the close study necessary to a thorough understanding of them. 
It would be well to let elaboration develop by easy stages, follow- 
ing the success of the general plan, not forgetting, however, that 
the more analytical the statement the more valuable would be the 
comparison. 


On stumpage and depreciation charges operators’ views differ 
so widely and the differences are so often well justified in the 
variety of conditions that uniformity in treating these costs 
would be difficult to accomplish. But certainly much improve- 
ment on present practice of accounting for them could easily be 
effected. 


Where the log supply is purchased instead of logged by the 
mill company, the cost of the logs delivered in the pond would 
probably be compared with the logging cost, with stumpage and 
freight added, of the concerns getting out their own supply. 


Discussion of uniform lumber accounting runs almost entirely 
to cost accounting and seems to give little or no attention to the 
need of a uniform analytical comparison of realization for the 
product. While the necessity of cost accounting to measure 
efficiency of operation is generally recognized, the want of a 
trustworthy index of selling ability seems to be overlooked. 


Inefficiency in selling the lumber may be as costly as ineffic- 
iency in producing it; uniform cost accounting should be supple- 
mented by uniform sales accounting. It should be possible in 
comparing one mill’s figures with another’s to determine whether 
the weak one in manufacturing does not beat the other to, say, 
fifty cents to a dollar or more in selling, on identical analysis of 
the mill’s entire output which would equalize variations in the 
quality ef the timber. 
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A great deal of study, expense and watchfulness may be 
required to reduce the cost of production twenty-five cents per 
thousand; while even a little laxity, unnoticed, in the selling end 
of the business may offset several times the saving. 

The objection sometimes made that a change from present 
cost keeping to uniformity would make impossible the comparing 
of current costs with those of prior years would be reasonable 
in only a few instances. Not many mills retain the same cost 
segregation over a long period of years; even those that do so 
seldom make comparison with costs more than two or three years 
old; and, at any rate, if needed for special reasons, the cost 
statement could be made up on the old basis as well as on 
the new. 

Comparability with the past is of little benefit compared with 
the advantages that would follow a systematic comparing of 
one’s current costs with those of competitors. Uniform cost 
accounting would develop a lumber-cost language that would 
become familiar to managers, superintendents, stockholders, 
bankers and every one concerned, so that the exact significance 
of every feature of an operating statement of any mill or 
logger would be clear to all. A mutual exchange of accurate 
analytical statements among producers would stimulate rivalry 
in operation that would bring about surprising results in some 
cases. This sort of comparison—that is, of analyzed exhibits 
traceable into and proved by the profit and loss account—would 
have value that cannot be had in reports and statements that are 
detached from the general accounting system. 
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II 


By F. J. KNoeppet, C.P.A. 


In the preceding article the payroll was considered under 
three groups: 


A. Exhibiting the total value of labor, 
B. Exhibiting the total expense of salaries, 


C. As a sub-grouping of A, showing a further division of 
non-productive labor. 


All shop labor, covered under groups A and C, will of course 
resolve itself into five divisions or classifications, according to 
its application, viz. : 


1. On production, 


On betterments, 


2 
3. On maintenance, 
4. On service, 

5 


Miscellaneous. 


Production, betterments and maintenance are self-explanatory 
classifications. Service may be defined as such energies, either 
mechanical or physical, as assist in the process of production but 
are not generated or originated within a productive department— 
as, shop transportation, heat, light, power, compressed air, gas, 
water, occupancy, etc. Miscellaneous classifications will resemble 
service classifications, differing largely in this: that the assistance 
given or rendered to production originates or is generated within 
the specific productive department or producing unit. The more 
highly organized factory will have a preponderance of service 
as against miscellaneous labor, the aim of organization along 
lines of efficient management being to centralize the control of 
such activities, 
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Group D. Exhibit of labor and burden applied on production, 
betterments and maintenance. 
Made up in the cost department. 
Arranged departmentally. 


(a) Value of labor applied on or charged to: 
1. Production, (to group I) 
2. Betterments, (to group I) 
3. Maintenance, (to group I) 
nm 4. Sum total of 1, 2 and 3. 


(b) Value of burden absorbed by or charged to: 
5. Labor value of production, 
6. Labor value of betterments, 
7. Labor value of maintenance. 


8. Sum total of 5, 6 and 7 (to group I). 


(c) Labor plus burden applied on: 
9. Production (1 plus 5), (to group K) 
10. Betterments (2 plus 6), (to group K) 
11. Maintenance (3 plus 7), (to group K) 
12. Sum total of 9, 10 and 11 equals 4 plus 8. 


Work tickets of some kind will of course be used in the shop 
for purpose of payroll, detailed costs, etc. These tickets will be 
separated in the cost department according to operations or 
departments, and reassorted as to production, betterments and 
maintena/ice, the resulting totals of labor value being entered 
under classifications 1, 2 and 3. The standard labor value is to 
be considered, not the wages paid. The total of classification 4 
plus (9 plus 11 group C) must be in balance with 3e, plus 
4 group A. In practice a slight variation will usually exist, 
owing to fractional cent values, and the group values of C and 
D must then be adjusted to balance with group A. 

Classifications 5, 6 and 7 are calculated on the labor values 
under 1, 2 and 3, at the established standard departmental burden 
rates. In this presentation we are not concerned with the actual 
rate of overhead or burden. Although the standard rate in a 
certain department may be set at 72 per cent., and the actual 
rate—owing to a decrease in production or for other causes— 
may show up as 97 per cent., the standard rate of 72 per cent. 
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would be used, the purpose of subsequent groups being to 
present properly the causes contributing to the addition of 25 
per cent. 


The following table illustrates the principle involved: 









































Departments A B i D 
Actual burden rate... 97% 64% 109% 84% 
Standard burden rate. . 72% 53% 83% 79% 
Excess burden rate.... 25% 11% 26% 5% 
Labor value of: 

Production ......... 800.00 650.00 1100.00 750.00 
Betterments ........ 250.00 .00 =100.00 .00 
Maintenance ........ 150.00 50.00 100.00 .00 

A 1200.00 700.00 1300.00 750.00 

Burden on labor value: 

@ actual rate ...... 1164.00 448.00 1417.00 630.00 
@ standard rate .... 864.00 371.00 1079.00 592.50 
@ excess rate ...... 300.00 77.00 338.00 37.50 








The excess burden of $300.00 (dept., A), $77.00 (dept., B), 
$338.00 (dept., C) and $37.50 (dept., D) should call forth a very 
pertinent question: Why? In order to deal properly and compe- 
tently with this most vital phase of cost—increase—we must cast 
it out and keep it separate from that cost which, as standard, 
may be said to have been previously allowed or approved by the 
management. H. L. Gantt in the April, 1916, issue of The 
Engineering Magazine, remarks in an article on The Importance 
of Leadership: 


There is a haziness in the minds of many people as to the difference 
between costs and expenses. Some people claim that all expenses incurred 
in accomplishing an object should be included in the cost of doing it, 
regardless as to the fact as to whether they contributed to the end 
desired or not. 

Is it not time that we separate the necessary expenses from the unnec- 
essarv ones, calling the former cost and the latter by some other name? 
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Applying the principle which this question should develop to 
the group as given, and using the case of department A as an 
example, the total cost would appear as $1,200.00 plus $864.00 
equals $2,064.00 under classification 12 group D, and not as 
$1,200.00 plus $1,164.00 equals $2,364.00. The $300.00 is not a 
part of cost; it exists by reason of causes other than manufac- 
turing activities, and may well be called unutilized expense. 
Unutilized expense will be further considered in this and subse- 
quent articles. 


It is rather more common than uncommon to find maintenance 
charged and credited to departments without any burden consid- 
ered as having entered into the work. This is so largely because 
it is in the nature of an expense and not an asset. To ignore the 
burden incident to maintenance destroys the value of our oper- 
ating cost data, as it fails to recognize fully a department’s 
accomplisiiment. All activities, excepting supervisional and 
clerical, must absorb burden. 


The accounting department in preparing all data for presen- 
tation must transfer the departmental items appearing under 
classifications 1, 2, 3 and 8 to group I and under classifications 
9, 10 and 11 to group K. 


No general ledger entries are required. 


Group E. Consumption of factory supplies. 
Made up in the cost or production department. 
Arranged departmentally. 


(a) Indirect: 


(1) Fuel, 
(2) Lubricants, 
(3) Acids, 


(4) Perishable tools, 

(5) Supplies, 

(6) Stationery, 

(7) Total of 1, 2,3, 4,5 and 6 (to group I or G). 
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(b) Direct use on production, (to group K) 
(c) Direct use on betterments, (to group K) 
(d) Direct use on maintenance, (to group K) 


(e) Sum total of a, b, c and d. 


The above data must be regrouped according to storerooms 
charged with the custody and issuance of supplies. The number 
of storerooms or divisions of such stores will depend largely 
upon the degree of similarity of operations carried on throughout 
the factory and upon the floor area and physical arrangement 
of the plant. 


Four classifications can usually be provided to deal with 
supplies : 


A. Millwright and engineering stores, 
B. Tool stores, 
C. Supply stores, 


D. Stationery stores. 


Fuel as used in this presentation would not have reference to 
power coal or power gas, which is charged through service groups, 
but embraces such fuel as is used directly within a productive 
department for manufacturing purposes, as coal in smithing 
forges, burning kilns, etc. Fuel oil used in annealing furnaces, 
being piped into the department, would come under a service 
classification and consequently must not be considered under this 
group. 

Perishable tools must be clearly separated from permanent 
tools. The degree of permanency or perishability will of course 
vary in all tools. A hand vise possesses a high degree of perman- 
ency and a drill a high degree of perishability, while some types 
of electric or air tools may possess a low degree of permanency 
and a wrench or chisel a low degree of perishability. In both 
comparisons we have two extremes, but when comparing the vise 
with the wrench we find a strong tendency toward a common 
base. Common sense must be applied in the segregation, and 
the intrinsic value must be considered. 
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The following division would apply in metal working plants: 


Permanent tools: Perishable tools: 
Chucks, _ Cutters, 
Arbors, Reamers, 
Vises, Drills, 
Collets, Wrenches, 
Mandrels, Chisels, 
Gauges, Taps, 
Calipers, Hammers, 
Air tools, Saw blades, 
Electric tools, Oilers, 

Etc., etc. Etc., etc. 


The other classifications of supplies hardly call for comment. 

The total values appearing under the various classifications 
would be used by the accounting department for a general ledger 
entry: 

Classification (e) debit: Supplies used (factory cost) 

Classification A, credit: Millwright and engineering stores 

(asset ) 

Classification B, credit: Tool stores (asset) 

Classification C, credit: Supply stores (asset) 

Classification D, credit: Stationery stores (asset) 

The accounting department in preparing all the data for pre- 
sentation must transfer the departmental items appearing under 
classifications a7 to group I or G. The transfer is made to I 
when incurred by a productive department and to G when 
incurred by a non-productive or service department. The total 
values appearing under classifications b, c and d must be trans- 
ferred to group K. 

Group F. Incidental factory expense. 

Made up in the accounting department. 

Arranged departmentally. 


(a) Indirect expense (to group I or G) 
(b) On production (to group K) 

(c) On betterments (to group K) 

(d) On maintenance (to group K) 
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This grouping is provided mainly as an accounting necessity, 
in itself furnishing few valuable data. Incidental expenses will 
always occur no matter how earnestly we may seek to eliminate 
or permanently classify and standardize all the elements of cost. 


An incidental factory expense account will of course be main- 
tained in the general ledger, under the factory cost division, and 
charged monthly with the aggregate expense appearing in a 
column provided for this expense in the expense journal, voucher 
record or expense analysis, whichever may be used. The sum 
total of group F must equal the monthly charges to this account, 
it being in fact an analysis of the account itself. 

The accounting department must furnish the cost department 
with a schedule of the individual items constituting the sum of 
the charges under classifications b, c and d, so that these items 
of cost may be properly charged on the detailed cost records. 
As classification (a) covers direct overhead the cost department 
is not interested in so far as prime costs are concerned. 


The accounting department in preparing all the data for pre- 
sentation must transfer the departmental items appearing under 
classification (a) to group I or G. The transfer is made to group 
I when incurred by a productive department and to G when 
incurred by a non-productive or service department. 


The total values under classifications b, c and d must be 
transferred to group K. 


Group G. Specific utilization of service cost. 

Made up in the accounting department. _ 

Arranged for monthly comparison, a separate group being set 
up for each kind of service, as: 


Ga. Occupancy, 

Gb. Steam generation, 
Ge. Power generation, 
Gd. __ Electric current, 
Ge. Electric power, 
Gf. Electric light, 

Gg. Compressed air, 
Gh. Piped gas, 
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Gi. Piped oil, 

Gj. Piped water, 

Gk. Tool maintenance, 
Gl. Storage, 

Gm. Factory transport, 
Gn. Inspection, 

Go. Organization, 

Gp. Valuation. 


These services are frequently characterized as incidentals, 
indirect expense—nothing more than general burden to be han- 
dled most conveniently, rather than intelligently. These are the 
cost elements which most frequently find expression in ratio to 
total labor cost; depreciation, repairs, coal and a host of other 
unrelated and specific items being merged into and lost in a con- 
venient percentage expression which, except to the most imagin- 
ative of minds, must be almost meaningless. 

A. Hamilton Church remarks, in his very valuable presenta- 
tion, Production Factors: 


Much of the confusion surrounding the subject of expense has arisen 
from the fact that in most cases the manufacturer does other things than 
manufacture. He fulfils other functions, and though these functions are 
undertaken by him only with a view to the main object—viz., manufac- 
turing—yet they are in their nature clear and distinct from manufacturing. 
No object is gained, but on the other hand many disadvantages are 
suffered, by mingling and confusing these other functions with the manu- 
facturing organization pure and simple. Looking at the question from 
the point of view of costs, not only is no object gained, but an entirely 
false view is very often given of the whole proposition, leading to 
financial misconceptions that are always perilous and may easily be 
disastrous. 


Financial misconceptions indeed are perilous, and financial 
embarrassment is not infrequently the result of entirely accurate 
but improperly presented cost data. 


Mr. Church further remarks: 


Hitherto it has been customary to regard the question of organization, 
and therefore of costs, from the point of view of an enterprise in full 
swing. It has been usual to enter, figuratively speaking, a works or 
factory, to contemplate the varied activities going on therein and to try 
to “analyze” these activities into groups, so that some guide to the maze 
can result. This, it may be said, is the natural method of the accountant, 
but it should not be the method of the organizer. 
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In the last sentence Mr. Church seems to have confounded 
the accountant and auditor. If we use the word auditor in place 
of accountant we may agree with Mr. Church’s intimation that 
the cost accountant must be an organizer. 

Whenever an investigator supplements the data of his investi- 
gation with a plan for betterment, whether it be with regard to 
selling, financing, accounting, costing or manufacturing, he 
endeavors to organize in a small, medium or large way. Anyone 
who attempts to install a cost system with strict regard to the 
form of the present organization, fearing to disturb its state or 
condition, is scarcely needed at all in a constructive sense. A real 
cost system is intended to furnish the means of control. Forces 
which are not organized cannot be effectively controlled. To 
improve control we must better the organization. 


Organization as applied to industrial management means 
segregation and coordination. The service costs which we are 
now considering are more than mere burden. They represent the 
cost of coordinating and coordinated factors of a business. The 
manufacturer provides these factors of service to assist in efficient 
production, and we must show, so far as we can, the utilization 
of these factors and the waste which occurs through lack in their 
proper employment or economical administration. 

All activities within a factory may be classified either as 
productive or service. Productive activities must be segregated 
not only from service activities but also from other productive 
activities of a dissimilar nature, so that we may properly establish 
standard rates to be charged against the various productive 
operations, based upon the amount of each specific service 
required for each specific operation. 

In organizing the factory proper, prime consideration must 
always be given to uniformity of cost of operations or processes. 
Two operations may appear, upon mere observation, as quite 
similar ; still the rated h. p. of the machines used may show a large 
variation in power consumption, the operation upon the more 
heavily rated machine making a heavier demand upon power 
service. To combine these two operations under one productive 
division would clearly be unsound. Also, it would be unsound 
to class hydraulic, steam and electrically actuated power presses 
under one power press department, first, because different 
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services are employed in their operation; second, because the 
invested cost may be greater in one than in another ; third, because 
the degree of utility (machine limitation and productive demand) 
may be greater in one than in another; and last, because the rate 
of pay to labor may vary with regard to the particular press. 


In organizing we must be guided by: 


1. The process itself; 
2. The kinds and amount of service required ; 


3.. The value of machinery or equipment, the rate of depre- 
ciation, maintenance required ; 


4. The ratio of normal time employed per annum to the 
normal working time of the plant (In many factories 
some machines are provided for infrequent work, so 
that the time is less fully occupied in production than 
the time of other machines) ; 


5. The rate paid to labor and the number of operatives 
engaged on a single machine, tool, productive unit 
or floor. 


Having applied the foregoing principles of organization to 
the productive activities of a factory, we find ourselves in posses- 
sion of a logical segregation of cost incident to manufacturing, 
namely, the service activities with which group G is concerned. 
It would be unwise to attempt to establish permanently the logical 
divisions of service upon any other basis than analysis of the 
cost of each productive process. Such an analysis should show 
at what cost each specific operation can be carried on for a given 
unit of time under normal conditions and with regard to each 
element of service, as listed under Ga, Gb, Ge, etc., at the begin- 
ning of this group. The cost need not be given in money value, 
but expressed in some unit of measure, as pounds, horse power, 
kilowatt, points or percentum. 

By reconstructing this analysis according to service classi- 
fications alone, we will determine what the total final demand, 
under normal conditions and upon each class of service, should 
be. We must then determine the elements of cost entering into 
each class of service; and, after having concluded such an 
analysis, we shall be in a position finally to establish the service 
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divisions of the organization and to determine the normal cost 
of operating each division or service activity. 

Now, if we know the cost of operating each service and the 
normal demand, expressed in units, upon each service, we can 
establish a normal rate based upon this same cost and demand. 
To illustrate: if any given service normally would cost $1,400.00 
to maintain or supply, and the demand of all the productive 
activities for this class of service should amount to 70,000 units, 
we could establish a unit rate of $0.02; and, further, supposing 
that activity or operation A demanded under normal conditions 
5 units of this service in order to carry on production during a 
single unit of time, we could establish a rate of $0.10 for one 
unit of time for the use of this class of service for the specific 
productive activity. 

This gives us the following formula: 

S =Total cost of a service activity, 

U = Total number of units of activity demanded, 

u = Number of units of activity required during one unit of 

time, 

X = Normal rate per unit of time. 


Now consider the factory under operation and activity A 
as producing during 300 units of time. At the above rate of 
$0.10 per unit the charge for this class of service against the 
productive operation would be $30.00; which gives us the follow- 
ing equation, W equaling the number of time units worked and 
C the value of the service required during operations: XW —C. 

Naturally service is not confined to one productive operation. 
Supposing three operations to be benefited or served by a certain 
type of service, then under ideal conditions our equation of 
results should be: (C+C+C)=S. 

Such a result would mean that every productive activity 
operated the normal number of working units, every productive 
movement was highly efficient, and the expense of providing the 
service was in balance with the estimate upon which the normal 
rate was based. 
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This will seldom occur. Therefore we shall have a variation 
to deal with—an unutilized cost—the excess of actual cost of 
furnishing the service, above the normal cost as warranted by 
production. Using E as representing the excess cost gives a 
final equation: 


(S—(C+C+C)) =E or (S—C—C—C) =E. 


E also indicates the efficiency of service activities, which will 
be thoroughly considered in the next article. 
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Importance of True Cost* 
By Ropert E. Bett, C. P. A.t 


The subject of costs many not be a very entertaining one, but 
it is one which should be of great interest to business men because 
it relates to information which is essential to the successful 
conduct of a business. This is a subject that is at present receiv- 
ing careful attention on the part of many trade associations and 
a number of them have achieved marked success in bettering the 
accounting methods of their members and thereby improving and 
strengthening their industries in general. 

Formerly little attention was paid by manufacturers and by 
business men to the question of costs. The necessity for a 
knowledge of costs and its analysis was not so great as the 
margins of profit were larger. But today margins of profit in 
most lines are much narrower than formerly and the necessity 
for the most efficient management and the closest analysis is 
felt as never before. 

It is necessary today for a manufacturer’s success that he 
know on what articles he is making a profit and on what he is 
incurring a loss. Prominent vehicle manufacturers recently 
made the statement to the federal trade commission that they 
were forced, for their own protection, to install an efficient cost 
system. This cost system showed them, they said, that they had 
been in the past laboring under wrong impressions. They were 
surprised to find that where they thought they were making 
money they were not making it, and that certain lines they were 
not pushing were affording a far greater percentage of profit 
than lines they were actively pushing. 

A similar instance which came to our attention was the mis- 
fortune of a manufacturer of stoves. He had been making two 
styles, both on a fairly large scale, and on both he considered 
he was making a profit, as his balance at the end of the year was 
-on the right side of the ledger and was fairly satisfactory in 
amount. But for some reason, not clear to him, the one style 





*An address at the annual meeting of the North Carolina Pine Association, Norfolk, 
Virginia, 1916. 





Of the Federal Trade Commission. 
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was selling much better than the other, so he gave orders to his 
salesmen to drop the one to push the good seller. Everything 
went along well, but at the end of the year things did not come 
out right. He was at a loss to understand the situation; so he 
called in an accountant and much to the manufacturer’s astonish- 
ment the accountant convinced him that the stove that he had 
been pushing had been sold for years at a loss. The only profit he 
had ever made was on the stove he had slighted for the reason 
that it was not selling as readily as the one he had been disposing 
of at less than cost. 


Unfortunately the value and importance of proper cost ac- 
counts are often underestimated. So long as the details of a 
business can be carried in mind, cost records are not so essential, 
but when this cannot be done it becomes absolutely necessary 
for the safe conduct of business that cost records be kept. They 
serve three broad purposes: first, they show the cost of each job 
or product; second, they permit the elimination of unprofitable 
business; and, third, they establish a correct basis upon which 
to make future prices. Arbitrarily making a price may result 
not only in a direct loss but an indirect loss by reason of the 
demoralizing influence in establishing a false price for future 
business. A manufacturer owes it to his stockholders, his em- 
ployees, his customers and his competitors to determine ac- 
curately his cost of production. To sell blindly a product of 
which the complete cost is not known almost invariably pro- 
duces bad results, not only to the company but to the industry 
as a whole. Your most dangerous competitor is the man who 
does not know what his goods cost him. 


Another marked advantage of properly kept costs is their 
value as an index of operating efficiency. With properly prepared 
cost figures the relative efficiency of the various departments of 
plants may be watched and compared. The current results ob- 
tained in each department may be checked against those obtained 
in the past, thereby showing increases in efficiency, or the reverse, 
and the results of improvements in practice. A constant study 
of properly prepared cost figures will help to bring to light poor 
and inefficient management and will enable standards to be set 
for the less efficient departments, based on what actually has been 
done in departments that are being properly and efficiently ad- 
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ministered. In other words, a complete and properly kept cost 
accounting system will be found to exercise the important and 
productive function of helping to lower costs and holding them 
at the lowest practicable level. 

In my opinion the day will come when the success of a manu- 
facturer will depend upon the information a complete and ac- 
curate system gives him. It will be as essential as good workmen 
and a good organization. 

This lack of knowledge of the cost of doing business which is 
so essential to success is a cause of unfair competition, demorali- 
zation and bankruptcy. The fact that our business failures of 
last year entailed a direct loss to creditors of over $200,000,000 
gives some idea of a part of the economic loss which is placed 
upon the shoulders of the public. 

For this reason every chance should be given a weak and 
tottering concern to get on its feet if it is doing a legitimate 
business, as the public suffers every time a business goes to the 
wall and, conversely, the public is benefited every time a totter- 
ing business is saved, if it is a worthy one. 

I know I am safe in saying that with better accounting many 
of our bad business practices would be brought to light and 
promptly curbed. When accurate results are known to pro- 
prietors and to creditors, conditions never become so bad and 
the losses never so great, as good accounting gives trustworthy 
information and timely warning. 

Undoubtedly ruinous prices are due more to the fact that 
many manufacturers do not know what their actual costs are 
than to a desire on their part to sell at prices which do not yield 
a fair return on the money invested. At times most manu- 
facturers, as a matter of expediency, are obliged to take orders 
which return little if any profit; but in the great majority of 
cases I believe that unprofitable prices are made by manufacturers 
as a result of their not knowing their total and complete costs 
of production and distribution. 

The trouble is that too many people in figuring profit fail to 
take into account all the expense incurred in conducting their 
business. There’s where the trouble comes in. There is no net 
profit until everything in the way of expense and service is 
taken care of, including depreciation, taxes, insurance in all its 
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forms, losses from bad debts, price discounts and expense in 
collecting outstanding receivables. The omission of such items 
as these is the reason that the final profit and loss account at 
the end of the year is so often disappointing and so difficult to 
reconcile with the profit percentage that was added to the sup- 
posed cost of the goods. 


There are in the United States 250,000 corporations ex- 
clusive of banking, railroad and public utility corporations. Of 
this number, over 100,000, or 40%, do not earn a penny for 
their stockholders. This shows clearly that there is an unduly 
large proportion of unsuccessful business in the country. 


What is the remedy for this condition? The remedy lies in 
a large measure in cooperative effort to increase efficiency and to 
eliminate unintelligent competition. 


It is the belief of the federal trade commission that if mer- 
chants and manufacturers would agree on some standard prac- 
tical system of accounting, it would go a long way toward elimi- 
nating the unintelligent and destructive competition that is so 
manifest in many of our industries of today. 


It is of great importance to the manufacturers of an industry 
that they agree on the elements or fundamentals of a cost prac- 
tice, especially to make sure that all the elements of cost are 
included in their calculations. This is of vital importance. Make 
sure that you have included in your cost an adequate provision 
for depreciation and every expense of every description incurred 
during the year. The test of the accuracy of a cost system is that 
it dovetails in and codrdinates with the financial books of account. 
The cost then, in the aggregate at least, must be correct. 

Production costs, determined by a uniform practice, it has 
been demonstrated, improve trade conditions to a remarkable 
degree. 

Excellent results are being obtained by trade associations by 
appointing men to devote their entire time to visiting the con- 
cerns that are engaged in their industry, getting acquainted, 
preaching the gospel of good accounting practice, reconciling dif- 
ferences and standardizing methods. When the person engaged 
for this work has the subject at heart, is congenial and persuasive 
and well grounded in the principles of cost accounting, the results 
in improving the general welfare of the industry are surprising. 
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There should be no selfish motives back of such service. There 
should be the same willingness and free spirit to help and to aid 
and bring in line the non-member of an organization as is mani- 
fested toward the member. The non-member is usually the 
trouble maker. In the interests of the industry, he should be 
guided by the experience of others. The fallacies and disastrous 
results of bad business practice should be pointed out to him. 


Business men are looking upon activities for the general wel- 
fare of their industry in a new light. They are being governed 
by the single purpose to promote the best interests of the com- 
munity and of the industry in which they are engaged. They are 
putting aside sectional differences and there is the broadest and 
most generous cooperation for the general good. As an example 
—in the paint industry, one of our largest and most successful 
establishments has issued a standing invitation to its competitors 
to inspect its cost records, to adopt its efficiency methods and to 
profit by its long period of business experience. 


The American manufacturer or merchant, generally speaking, 
is especially in need of such assistance on account of his inex- 
perience to carry on the business in which he engages. We are 
in this respect at a marked disadvantage as compared with our 
European competitors. In Europe the business man is brought 
up in the business that he conducts. He knows his business in 
all its details, and consequently is thoroughly fitted for his voca- 
tion. In America there is a tendency to experiment. The farmer 
of yesterday becomes the business man of today. The lawyer, 
the doctor or the day laborer will enter upon a business career 
in which he has had little or no training. He will depend on the 
jobber for the selection of his merchandise and on an untrained 
employee for the care of it. In his effort to attract customers 
he will mark his goods below the prices of the business man of 
experience. He is trying to give service for which no adequate 
provision is made in the margin between cost and selling price. 
As a consequence there is general demoralization, for, not only 
is he wasting his own capital, but, what is worse, he is creating a 
condition with which the man of experience finds it difficult to 
contend. 

The federal trade commission, under the direction of the 
vice chairman, Edward N. Hurley, is aiding and cooperating with 
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trade associations and with individual merchants and manu fac- 
turers in improving accounting methods and business practice. 
The preliminary work of the commission has shown that an 
amazing number of smaller merchants and manufacturers have 
no adequate system of determining their cost and that they fix 
the prices of their goods arbitrarily. Various associations appear- 
ing before the commission have emphasized the necessity for im- 
provement in this direction before competition can be placed 
upon a sound economic basis. 


The lack of a correct knowledge of one’s business carries with 
it various undesirable results. In the first place, the manufac- 
turer is unable to conduct his business upon sound business prin- 
ciples. The results are reprehensible practices as disastrous at 
times as intentionally unfair methods of competition. In the 
second place, he severely handicaps himself in that he is unable 
when seeking credit to produce a correct statement of his financial 
condition which would enable a banker to extend to him the full 
credit to which he is entitled. He thereby hampers and limits the 
possible expansion of his business. The commission hopes to aid 
in a constructive way in the correction of these conditions. 


The plan, as worked out, is to cooperate with trade associa- 
tions and others to encourage improvements in accounting 
methods and business practices, to endorse standard systems of 
cost accounting for the different lines of trade and industry and 
to recommend to merchants and manufacturers the adoption of 
such systems in the interests of better trade conditions. We have 
for this work experienced accountants and cost experts and the 
services, in an advisory capacity, of public acccantants of national 
reputation. 


If the appropriations of the commission will permit, it is also 
contemplated to conduct an educational campaign upon this 
subject among the small retail merchants and manufacturers, 
making available to them such data as will enable them more 
efficiently to conduct their business. In other words, the commis- 
sion expects to aid the business man in much the same way that 
the department of agriculture is aiding the farmer. It is felt 
that this line of activity will be of national significance in its re- 
sults for the following reasons: 
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First. Because individual enterprises will be helped, in that 
prices will be placed upon a solid basis of fact and a foundation 
will be laid for the securing of credit, which will result in a 
normal and healthful expansion of industry. 

Second. Because the investor will be benefited, in that he will 
be able to invest his money with greater safety and a larger as- 
surance of profit. 

Third. Because the public will be benefited, in that unin- 
telligent competition, which ultimately reacts upon the public 
welfare, will be largely eliminated and inefficient methods and 
practices, which are costly to the public, will be at least partly 
eradicated. 

The federal trade commission is also compiling information 
for the benefit of business men, embracing every industry of the 
United States, showing annual sales, capital invested and the 
return thereon, together with other information which will be of 
value to business. This will give every man who is engaged in 
business an opportunity to know whether or not the industry in 
which he is engaged is in a healthy condition. The industries in 
which conditions are not found to be healthy will receive par- 
ticular attention for the purpose of ascertaining the underlying 
causes. Not only will this information be of practical value to 
those already engaged in business, but the knowledge of the ex- 
istence of generally unhealthy conditions will prevent others from 
investing in an enterprise when the odds are against them. 

The trade commission believes that with the cooperation of 
business men it can be of constructive help in assisting to bring 
about better trade conditions—conditions which will lessen our 
business death-rate, enable our merchants and manufacturers to 
compete more intelligently with each other and make them more 
formidable competitors in the markets of the world. 
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Accounting Problems in the Cane Sugar Industry 
By J. Brooxs Keyes, C.P.A. 


Since the outbreak of the European war, the sugar growers 
have been enjoying a period of phenomenal prosperity, and they 
are undoubtedly making a higher percentage of profits than any 
industrial not directly connected with the manufacture of muni- 
tions of war. For this reason the industry is being brought more 
and more to the attention of investors, and large amounts of 
capital are being furnished for the development of new enter- 
prises. At the same time an objectionable practice has sprung up 
among investment houses whereby it is represented that sugar 
stocks are more or less desirable as investments, according to the 
varying ratios of capital issued, or to be issued, to the number of 
bags of sugar which the property may be expected to produce. It 
is represented that the total issue amounts to only so and so much 
per bag, which is considered a low figure, and the inference is that 
the percentage of profits will be higher for that reason. As a 
matter of fact the opposite may be the case, and such statements 
will then serve only to deceive. 

Let us see how it works out. As no figures will be available it 
is fair to assume that the capital equals exactly the amount of 
capital assets. Taking two extreme cases to illustrate, let us con- 
sider company “A”’ with a capitalization amounting to $5 per bag 
and company “B” which shows an investment of $12, the output 
in each case being the same. Company “A” owns nothing but a 
mill. It is dependent for its cane supply on the farmers or colonos 
in the adjoining territory. It is also dependent on a railroad, over 
which it has no control, for prompt and regular delivery of the 
cane. As to the source of supply, the colonos are usually though 
not invariably under contract which the mill. However, in many 
cases these contracts cannot be enforced, because the amount of 
damages, if collectible at all, would not justify the expense of an 
action at law. Also in each contract will be found a maximum 
and minimum acreage provision, and even if the terms of the con- 
tract are lived up to it will be found that in times of low prices 
plantings will be restricted to the minimum and the mill, which at 
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such times above all requires to run to its maximum capacity in 
order to show a profit, will find itself with a short supply of cane, 
delivered (introducing the railroad problem) spasmodically, anil 
the final results will show little or no profit and perhaps a loss. 
All these contingencies are avoided by company “B” which owns a 
similar mill, sufficient cane land to insure the mill a capacity supply, 
and a tributary railroad which guarantees a constant flow of cane 
to the mill and a minimum of loss through deterioration in transit. 
At the same time these additional investments are revenue pro- 
ducers in themselves, and will add proportionally to the total 
income. So it will usually work out that company “B” is a much 
safer proposition. In any event the amount per bag of output at 
which a company is capitalized means nothing unless supported 
by other figures, and without them it may lead to a conclusion not 
justified by facts. The practice should be discouraged. 

The purpose of this article is not to map out any system of 
accounting for the cane sugar industry, which is one of the most 
complicated of the single product kind, but merely to give a 
general idea of the peculiar problems which confront the ac- 
countant who is called in to install or correct a system. He who 
adheres to conventional methods will find that part of his recom- 
mendations will be entirely discarded after they have ceased to 
serve as a source of amusement for the office force, and the rest 
will, as a result, be viewed with distrust until their worth is 
proven. 

One thing the accountant should keep ever before him. The 
object of his cost accounting is different from that to be attained 
in ordinary cases. The cost of the finished product has no connec- 
tion whatever with the selling price. The latter is entirely beyond 
the control of the seller and is subject only to the inexorable law 
of supply and demand—prevailing opinion as to trusts to the con- 
trary notwithstanding. With this in mind it is clear that the first 
consideration must be to provide a system of accounts which, to 
the best advantage, will bring excessive costs to the notice of the 
superintendents, so that economies may be instituted during the 
process. Of course a final cost per pound of sugar is essential, but 
this cannot be ascertained until the cane is harvested, ground, and 
the sugar made, sold and delivered to the buyer. To obtain the 
desired results it will be found necessary to disregard entirely the 
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burden and use only direct operating costs. The inclusion of over- 
head charges merely clouds the issue and they should be kept in 
abeyance until the end of the crop, when they may be intelligently 
apportioned. 


Sugar plantations are usually divided into estates which are 
named, and these are again divided into plots which are numbered. 
The smaller the plot the easier it is to determine the costs and the 
cane most suited to the particular piece, but of course there are 
economic limits beyond which this theory does not apply. In the 
fields the first problem to be met is the determination of the unit. 
As the product of the fields is cane it appears obvious that the ton 
of cane is the unit to be used. A little consideration, however, 
will soon show that the problem is not as simple as it seems. 


In the first place the weight of cane cannot be ascertained until 
it is harvested, often more than a year from the time it was 
planted. Secondly, many of the operations of clearing and pre- 
paring have nothing to do with the tonnage and would be the same 
whether the crop amounted to ten or forty tons to the acre. 
Thirdly, the sugar content of the cane is an important factor, as 
if it were possible it would be decidedly more profitable to raise 
cane which averaged thirty tons to the acre than cane which 
averaged forty tons to the acre, if the amount of sugar recovered 
in each case were the same. The proper method is to start with 
the acre as the unit and continue with it until the cane has 
reached a point where it is possible to estimate the tonnage, and 
then in addition use these estimates, correcting them from time 
to time as opportunity offers. Comparisons should be available 
one year with another on each piece, but as conditions are so 
vitally dependent on the weather, such comparisons are often of 
less value than those made with other properties at the same date. 

Care must be taken that the superintendents are not swamped 
with figures. It must be remembered that on all plantations there 
will be two crops, one maturing during the current year and one 
the following year. Each crop again may be composed of three 
distinct classes of cane, distinguished by the time of planting, and 
for each class there will be fifteen or twenty operating accounts. 
Again bearing in mind that each plantation is divided into many 
estates and each estate into many plots all requiring distinct 
accounts, it will be apparent that there is great danger of the maze 
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of figures being pigeon-holed against a time which never comes. 
To guard against such an occurrence every dispensable figure 
should be omitted, and the cost sheets as made for use on the 
estates should contain only the per acre costs of the preparing 
accounts and the per estimated ton costs of the cultivation ac- 
counts as soon as such estimates are available, up to that time per 
acre costs being given for both. For comparison of total costs a 
third column should show the total cost per acre up to the time 
tonnage estimates can be made, and after such time the total cost 
per estimated ton only. 


Thus when the land is being prepared for planting the super- 
intendents will be able to compare their per acre costs with the 
other estates and with the previous years, and, after the cane is 
up, the per estimated ton costs of cultivation and of the total cost 
of crop in the same way. This will leave out, as far as the super- 
intendents are concerned, the per estimated ton costs of pre- 
paring and the per acre costs of the cultivation and of the total 
cost of crop, but the value of these figures is not such that they 
should be allowed to involve the cost sheets. 


Total amounts expended under the various heads should 
always be omitted. These figures will show the cumulative cost 
of cane at the date of the sheet. It must be borne in mind that 
during the preparing and planting the acreage figures are con- 
stantly increasing until the entire piece is planted. By this method 
the direct costs are determined in total, but the intermediate costs 
are of course merged in the average of the whole and are not 
available. Likewise when the cultivation charges begin to appear 
they will be divided by the total acreage under cultivation, and 
the costs will start at a low figure and steadily increase to the 
maturity of the crop. 

It is therefore evident that another form must be prepared 
which will show the cost of the operations as they take place. 
Whether or not a greater amount of fertilizing or irrigating in- 
creases the tonnage so that the per estimated ton figures are 
favorable, it will still be necessary to know that in the actual 
application of fertilizer or water the work has been economically 
done. This form will show the actual operations for the month or 
other convenient period. As one of its functions will be to show 
the amount of work done on each place for the period, the number 
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of acres weeded or fertilized, for example, will be given, and the 
per acre cost, but not the total amounts expended. These per acre 
costs will remain constant to some degree and will furnish an im- 
portant check on the economy of operation. 

Before leaving the field work it may not be out of place to 
mention an interesting although not complicated situation which 
arises when it becomes necessary to make out the federal income 
tax return. From first to last each crop is on the books for about 
two years, and at the close of the fiscal year the operating accounts 
of the next crop are placed on the balance sheet among the 
working assets under the caption “growing crops.” When making 
out the return, however, it will be apparent that they must be con- 
sidered as charges against income, otherwise they can never be 
deducted at all. 


On account of the great variety of supplies needed in the 
process and the difficulty in replenishing stocks due to the distance 
from northern markets, it is generally found necessary to keep on 
hand at the plantation a quantity of general supplies, the value of 
which runs into large figures. The account is handled on the per- 
petual inventory basis, which needs no further elucidation. By 
this method two important objects are achieved. The value of 
supplies used in repairs and operations may be accurately de- 
termined, as is necessary for the cost accounts, and the total value 
of the stock on hand may be more easily kept at the lowest figure 
consistent with safety. A third object is to supply the inventory 
figure used in connection with the preparation of monthly profit 
and loss accounts; but the accountant will do well to put little 
emphasis on this phase of the accounting. While eminently 
necessary as a continuous record, the intermediate figures, owing 
to the nature of the business, are of little value and less interest. 

For the financial office, forms must be prepared which will 
show the amounts of expenses for the month, the totals to date 
and for the same period the preceding year, increase or decrease, 
etc., but these may be easily prepared. However, they will be of 
little value in comparison one year with another, unless due con- 
sideration be given in the case of the cane to the stage of de- 
velopment of each crop, and in the case of the mill to the varying 
dates on which grinding may begin. 
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Coming to the mill itself we find its activities divided into two 
general operations—the extraction of juice from the cane and the 
extraction of sugar from the juice. Three units are immediately 
available, the ton of cane, juice and sugar. In practice, as far as 
the cost accounts are concerned, only two are used, the ton of 
cane and the ton of sugar. To attempt to use either of these 
units exclusively will produce absurd results; and, however great 
the temptation to use the same divisor in detail and total so that 
the additions will check, it cannot be done if the figures are to 
mean anything at all. The accountant should determine what 
divisor is necessary in the case of each intermediate item and use 
it. Both units of production should be applied to the totals and 
the unit costs so determined will not prove to be the totals of 
their integral parts. The mill work will be covered by fifteen to 
twenty-five operating and as many repair accounts, most of which 
are composed of two elements, namely, supplies and labor, which 
should be shown separately. The cane unit should be used on the 
cane purchased (the mill in effect purchasing all its cane), the 
inward freight, unloading, weighing, crushing and milling; and 
from this point the sugar unit should be used through the many 
processes of the boiling house and until the finished product is 
delivered to the buyer. No attempt should be made to apply either 
of these units to the credit accounts until they are closed. 

Through it all the same fundamental principle should be kept 
in mind. The total cost of the finished product is a thing with 
which the accountant is not concerned until the crop is over and the 
books closed. If his system can be so designed that the excessive 
intermediate costs can be immediately discovered and corrected, 
the totals will look after themselves. Not only should all over- 
head charges be absolutely excluded, but also the greater part of 
the mill repairs. This may call for a word of explanation. Be- 
tween crops comes what is known as the idle season. As a matter 
of fact it is sometimes a busy season in the mill, as at that time 
must the general overhauling be done and extraordinary repairs be 
made. These accounts should be closed when grinding begins and 
not used as a basis of costs until the end of the year. Of course 
during the grinding season repairs are constantly being made, but 
these are incident to the operation of the mill, their costs are 
readily ascertained, and they should be included in the mill operat- 
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ing costs. Indirect labor and general expenses, in so far as they 
are not dependent on or a part of the operations, should also be 
excluded from the cost sheets. Such items are more easily super- 
vised in total by comparisons than when divided by the production 
units. 


It is customary for the mill to pay all inward freight charges on 
cane purchased, prices being based on cane delivered at the rail- 
road siding. Whether such cane comes from estates or colonos 
makes no difference as far as the mill accounts are concerned. The 
most accurate method of determining these freights if the railroad 
be owned is to divide the total expenses for the year on a ton 
mileage basis among the various sources of cane supply. The ob- 
jection to such a method lies in the fact that the railroad will almost 
always do other work, sometimes for the estates and sometimes 
for outsiders, so that an element of receipts would enter into the 
calculations, and it would be necessary to apportion the expenses 
over this work. Carrying this idea further the road might 
eventually become a public carrier in which case such a method 
would be out of the question. The best method is to keep the 
railroad accounts entirely distinct, no matter how small the system, 
and use freight rates common to the locality. The final profit or 
loss on operations, after allowing for depreciation of equipment, 
should be treated separately at the end of the year. 


In the foregoing, emphasis has been laid on the great necessity 
of eliminating from the cost accounts all items not directly con- 
nected with the actual operations. Conversely the same amount of 
care should be taken in order that every equitable charge be taken 
up on the books. The following are two examples of operating 
charges which do not arise from a direct outlay of cash. Part 
of the preparing of the fields is done by tractor or steam plows, 
the larger companies having a number of such machines which 
represent a large investment. A per diem charge for their use 
should be made. If no former records are available it will be 
necessary to estimate the yearly amount of the current repairs, the 
depreciation figure and the actual cost of operating, fuel and 
labor. This total divided by the estimated number of work days 
gives a basis for the per diem charge to the estates. This charge 
may be finally adjusted to a fairly accurate figure. 
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A great deal of the preparing as well as most of the hauling 
of the cane to the sidings is done by bulls, thousands of them being 
owned for this purpose. In their case it is usually possible to 
obtain a local yoke day rate as a basis for the charge; if not, a 
tentative rate should be made, to be adjusted when more accurate 
information is available. To obtain such information an account 
should be opened under some such name as “working cattle” and 
to this account should be charged interest on the cattle investment 
account, losses due to death and other causes, pasturage, fodder 
and general care. The credits will be increases on account of births 
and revaluations and work done by the cattle, the balance showing 
whether or not it is necessary to revise the yoke day charge. 

The item of pasturage suggests one more question which may 
as well be settled. Many of the estates give part and some all of 
their acreage over to pasturage for the cattle, and in order that 
these estates may receive credit for this the working cattle account 
is charged at a fixed rate per head per day. These credits will 
offset a rental charge or serve as income on capital invested. At 
the end of the year when the books are closed and all indirect 
and overhead charges properly distributed, the cost of produc- 
tion per pound of sugar may be accurately determined. How- 
ever, if any part of the cane is purchased from colonos, the 
accountant should be careful to qualify his statement that his 
client can produce sugar at a certain figure by the clause “with 
sugar quoted at so much per pound in the New York market,” 
because cane payments and some other accounts are based wholly 
or in part on this quotation, and its rise or fall will produce a 
corresponding proportional fluctuation in the total cost of sugar 
produced, which can in no way be controlled by the planter. 

In conclusion, the accountant may approach his task, con- 
fident that if properly done it will result in great savings to his 
client, even though first cost and subsequent expenses be heavy. 
There can be no doubt that a modern system of cost accounts is 
as necessary in the sugar business as it is in any other, if the com- 
petition of the world is to be met. 
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Working Papers* 
By F. G. Cotrey, C.P.A. 


The working papers of a public accountant are, or should be, 
the connecting link between the books and records under exam- 
ination and the final expression of the accountant in his certifi- 
cate or report. They embody the evidence he has obtained from 
the records and the explanations and other information he has 
received in response to his inquiries. As such, they should be 
clear and definite. If ambiguities, errors of principle or detail 
exist in the books of account examined, these should be brought 
out, together with the manner and method and reasons for 
adjustment, in the working papers. 

The work of a public accountant is so varied that it is impos- 
sible for me at this time to deal with the nature of working 
papers in more than one important branch of an accountant’s 
activities. I will speak, therefore, of the working papers of an 
audit, in which the accountant is required to make such an exam- 
ination as will warrant him in certifying that the balance sheet 
at a given date is, in his opinion, true and correct and that the 
accompanying profit and loss account truthfully reflects the 
results of the operation of the business for the period under 
examination. 

In the first place, all working papers should be inscribed with 
proper titles. Each sheet or set of sheets dealing with any 
account or matter investigated should bear the name of the 
business. It is presumed that the accountant taking up an audit 
will make his first working paper a list of the books, records and 
other important and necessary accounting data presented to him 
for examination. This list should clearly state the name and 
possibly the number by which each record is known and identified. 
It is often important that the list should be amplified by the 
accountant’s notes as to the purpose and connection of each 
record to the others, where this is not reasonably evident from 





7 *An address before the New York State Society of Certified Public Accountants, 
April ro, 1916. 
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the title. It is of equal importance that the working papers should 
indicate by whose authority entries in the book are generally and 


at times, maybe, specially instructed 


by whom cheques and 





vouchers of all kinds are signed and approved. 


The working papers of the average audit should generally be 


divided into three main groups. The order in which I state them 


and their subdivision is not sequential, but it is found in practice 


generally to be most convenient: 


Group 
A. 


C 


General or document file, containing notes or in some 
cases copies of certificate of incorporation, by-laws, 
mortgages, partnership agreements, contracts, minutes 
and similar memoranda which are or may be requisite for 


reference at every audit or examination. 


Individual working papers, indexed under the following 


heads and marked with Roman numerals as indicated: 


B (1) Draft report and accounts from which the final 

report to the client is copied or typed. 

B (11) Trial balance and balance sheet schedules indexed. 

B (IIL) Profit and loss analysis and profit and loss 
schedules indexed. 

B (IV) Adjustment journal and ledger entries. 

B (V) Programme of audit or details of work done and 
by whom and miscellaneous papers not falling 
under the foregoing classifications, including the 
list of books and records and the persons respon- 
sible for keeping them, as presented for exam- 


ination. 


Index to working papers. 


I think it is generally found that 16 column analysis paper, 


17 inches wide and 14 inches deep, will meet 99 per cent. of the 


requirements as to stationery. 
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Referring to the various groups of papers, I will deal with 
groups A and C first together. Group A, the general or document 
file, although very important, needs little comment. An account- 
ant must express skill and must use his training in commercial 
law in making the proper extracts pertinent to accounting facts, 
which are to be derived from certificate of incorporation, by-laws, 
partnership agreement, mortgages, minutes of stockholders, 
directors and committees and similar records, documents and 
memoranda included in this group. Each paper should be 
appropriately captioned and immediately indexed as completed. 
If the audit is an extensive one and numbers of assistants are 
engaged upon it, they should deliver each schedule or working 
paper to the senior in charge for indexing (group C) as soon 
as each is completed. The accountant in charge, with his pro- 
gramme laid out (or developing with the progress of the work), 
is able by means of the index to keep currently and continuously 
informed as to the developments of the audit. As the work pro- 
ceeds the relation of one working paper to another, as disclosed 
upon examination at the time of indexing, will assist in econom- 
ically directing the engagement. Such interrelation of working 
papers or details of their contents should be appropriately noted 
by cross references giving the group and number, or the other 
working paper or papers, and any inconsistencies disclosed by 
this reference should be investigated by the accountant in charge. 


Group B is generally the most voluminous. It is generally 
most convenient to take off the trial balances of the private and 
general ledgers in comparative form, the balances at the close of 
the period under examination being set opposite the correspond- 
ing balances at the beginning. The balances at the beginning will 
be the opening balances, that is after closing the profit and loss 
accounts for the previous period. The balances at the close of 
the period under examination will preferably be those immedi- 
ately before closing the profit and loss accounts, but if the 
accounts have not progressed to that point, as is often the case 
in practice, it is generally advisable to take off a trial balance at 
the outset, without waiting for the final adjustments. If, on the 
other hand, the profit and loss account has been closed, no 
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attempt should be made to expand the accounts on the trial 
balance. 


The trial balance should be taken off so as to provide columns 
for the following: 


Schedule number. 
Ledger folio. 
These two columns will occupy one column of the analysis 
paper. 
Name of account. 
Occupying three columns. 
Balance per books at beginning of period. 
Occupying two columns—debit and credit. 
Adjustments thereon. 
Occupying two columns—debit and credit. 
Adjusted balances at beginning of period. 
Occupying two columns—debit and credit. 
Balance at close of period as per books. 
Occupying two columns—debit and credit. 
Adjustments thereon. 
Occupying two columns—debit and credit. 
Adjusted balances at close of period. 
Occupying two columns—debit and credit, and completing the 


16 columns provided by the paper. 


As soon as the trial balance is taken off, the items should be 
numbered consecutively in the schedule number column. Where 
there are separate private ledger and general ledger trial balances, 
the private ledger balances should be numbered first, a few extra 
lines being numbered for accounts which may be opened as the 
result of adjustments, and the general ledger balance numbers 
then follow. 

If the profit and loss accounts have been closed, the surplus 
and profit and loss accounts should next be expanded—numbered 
III in group B—and this will form the controlling schedule for 
the profit and loss schedules, corresponding to the trial balance 
for the balance sheet schedules. 
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Schedules should be given their proper index numbers as 
soon as started, and all schedules not in actual use should be 
kept in order according to number. If more than one item is 
covered in the same schedule the number of the first schedule 
(that is, III-21, III-18, etc.) should be inserted in the schedule 
number column against each subsequent item contained in the 
same schedule. 

If a balance sheet and a profit and loss item are covered by 
the same schedule, the schedule should be classified as a balance 
sheet schedule, with a reference to it on the profit and loss expan- 
sion, unless it is primarily a profit and loss schedule covering a 
balance sheet item only incidentally. 

Where schedules consist of several pages, the pages of each 
schedule should be numbered from 1 upward. It will generally 
save a great deal of time to write the ledger folios of the 
accounts, as well as the names, when heading schedules, and the 
person preparing the schedule should initial and date each sheet. 

When preparing the draft report and accounts, each item 
should refer to the schedule in which it will be found. Items 
taken direct from the trial balance or profit and loss expansion, 
without a schedule, should be indexed “T-B-14, T-B-22, P & L- 
19,” etc., referring to the consecutive number of the item in 
the schedule number column. 

Where several balances are combined in the accounts, an 
assembling schedule should be made, indexed under the number 
of the principal item included, and in all respects treated as a 
regular schedule, as before indicated. 

The adjustment journal and ledger should show all adjust- 
ments made after the first unadjusted trial balance, and leading 
up to the adjusted balances—except that, where a preliminary 
trial balance is taken off merely for the purpose of having a 
basis from which to work, and numerous entries are made on the 
books by clients after this is done, an adjusted trial balance may 
be taken off directly from the books, the adjustment journal then 
being treated as a memorandum of entries given to or made 
by client during the audit. The essential point is that the trial bal- 
ance must show definitely the status of the books as finally pre- 
sented for examination and the adjustment journal must show 
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positively the connection between such trial balance and the final 
balance after closing. 

The schedules and adjustment journal entries must in every 
case be cross-referenced, the journal entries being numbered for 
purposes of reference. The schedules should show clearly the 
status of the account as contained in the unadjusted trial balance 
and the connection between this and the adjusted balance. 

If the adjustments made are few, they may be posted directly 
to the trial balance in the adjustment columns. It is, however, 
often preferable to post to an adjustment ledger and carry the 
adjusted balances directly to the proper columns. 

When an audit is completed, the papers should be put in 
order according to schedule number and the pages numbered 
through consecutively from beginning to end. This numbering 
should preferably be done with a machine to distinguish the 
continuous numbering from the page numbers already appearing 
on each schedule. 


* * * * * 


I wish to add a few words regarding the analysis or scheduling 
of accounts. I have found a tendency among young accountants 
to construe the analysis of an account to mean copying it from 
the ledger, expanding it in details obtained from the sources of 
posting. The analysis of an account should be a classified 
abstract, so cross-indexed as to show the meaning of the account, 
present a terse summary of its contents and exhibit its relation 
to other accounts. 

Analyzing or scheduling an account does not verify its accu- 
racy, except that footings and, sometimes, postings, may be 
proved in this sway. The schedule itself, however, is merely the 
accounting basis upon which the investigation of its accuracy 1s 
determined. 

I have also noted a tendency among many accountants (not 
young) to do too much scheduling and analysis. Unless a good 
purpose, directly pertinent to the verification of the records, can 
be served, the analysis and scheduling of an account is often a 
waste of time. Who among us has not seen the reams of “details 
of capital expenditure,” meaningless in themselves without other 
information as to the actual accretion to the capital investment 
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of the business, in the extension of its facilities or the economy 
of its operations? 

Finally I would impress upon you the chief importance of 
an accountant’s working papers. They constitute the means of 
his main defence in case of criticism of his work or findings. As 
such they should show without question their relation to the 
records examined. They should contain no mystic or obtuse 
language, abbreviations should be shunned and the papers should 
be in consistent order, classified, arranged and indexed substan- 
tially as I have endeavored to make clear. 
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EDITORIAL 
Well Won Honor 


THE JoURNAL OF ACCOUNTANCY extends its congratulations 
to Elijah Watt Sells, Doctor of Commercial Science conferred 
by New York university. Congratulations are due also to the 
university on its recognition of the accounting profession as a 
whole and the particular recognition of one of its leaders. 

On Thursday, June 8, 1916, the Rev. Dr. George Alexander, 
acting chancellor of the university, conferred upon Mr. Sells the 
degree of D.C.S. in the following words: 


“Elijah Watt Sells, for pre-eminence in a department of 
human effort in which the prime essentials are accuracy and truth, 
for the prevision which prompted you to secure for accountancy 
academic recognition, for distinguished service rendered to local 
governments, and especially to the government of the United 
States, both at home and abroad, I confer upon you, by the 
authority of New York university, the degree of Doctor of 
Commercial Science.” 

On the same occasion the degree of D.C.S. was conferred 
upon Jacob H. Schiff, banker, of New York. In conferring the 


degree, Dr. Alexander said: 


“Jacob Henry Schiff, in this land of your adoption you have 
won a place of acknowledged leadership in financial and commer- 
cial pursuits. For enterprise and breadth of vision, for probity 
and worth, for the patronage of learning, for fidelity to the best 
traditions of your race, and for altruistic service that transcends 
the boundaries of race and religion, New York university bestows 
upon you the degree of Doctor of Commercial Science and directs 
that your name be added to the roll of her alumni.” 
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Editorial 


Particular significance attaches to the conferring of the degree 
of Doctor of Commercial Science upon Mr. Sells, inasmuch as 
this is the first time that an accountant has been so honored. The 
degree itself is of rare occurrence, and, so far as THE JOURNAL 
or ACCOUNTANCY is advised, has only been conferred once before 
the occasion mentioned. Union college conferred the degree 
upon Joseph French Johnson, dean of New York university. It 
appears, therefore, that there are now in America three doctors 
of commercial science, one an accountant, one a banker and one 
a college professor. 


Accountants throughout the country will feel gratified at the 
honor conferred upon Mr. Sells, and probably no member of the 
profession could have been selected for the distinction whose 
merits would be more generally admitted. His services in the 
cause of accountancy, his activities as president and trustee of the 
American Association of Public Accountants, his widely known 
generosity and his consistent efforts to stimulate accountancy 
education—all these entitle him to every honor which can be 
conferred upon him. 

Those people who have followed the course of events in Great 
sritain during recent months will have been struck by the impor- 
tance attached to the labors rendered by British accountants. 
The British crown has been ready to confer honors liberally upon 
members of the profession who have rendered service to the 
empire. 

In this country, however, the recognition given to any man 
in public or private life must be found chiefly in the gratitude 
and appreciation of his fellow men, not in titles or high awards. 
The only way in which official recognition can be rendered here 
is that which the New York university has now adopted. 

There will be a feeling of gratification that the other recipient 
of the degree given by New York university is a man of such 
prominence in the financial world. Probably no member of 
the local banking community is better known for his philan- 
thropic efforts and his endeavors to bring about civic betterment 
in every way. 

New York university has chosen well in selecting as the 
representatives of accounting and of banking Dr. Elijah Watt 
Sells and Dr. Jacob H. Schiff. 
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Political Influence Upon C. P. A. Laws 


The liability to undesirable amendment .to which certified 
public accountant laws are subject has been the topic of frequent 
discussion among accountants, and there is a general desire to 
take out of political control the whole question of professional 
certification. 

In a recent report of a special committee of the American 
Association of Public Accountants attention was drawn to the 
fact that however good a law might be its administration was in 
the hands of a board directly or indirectly answerable to political 
influence. Cases were cited in which it was found that amend- 
ments had been made which would seriously affect the law pro- 
viding for the issuance of certified public accountants’ certificates, 
and no accountant had known that such bills had been introduced 
into the legislature until they had become law. 

Additional emphasis is given to this statement by the experi- 
ence through which accounting in one of the southern states is 
passing. 

One of the rather weak C.P.A. laws is that of Louisiana, and, 
although its administration of late years has been fairly good, the 
fact remains that in the original issuance of certificates the doors 
were thrown open to practically anyone who had any bookkeeping 
experience. 

Some of the public accountants of Louisiana have made per- 
sistent efforts to bring about a reform of the conditions in that 
state, but not only has there been strong opposition to any raising 
of the standards, but many efforts to lower the standard have 
been made. 

The opinion of those who oppose proper qualifications finds 
expression in an editorial from one of the New Orleans papers 
which we publish herewith: 

“It has been complained from time to time that the act passed eight 
years ago has given state sanction to a monopoly in public accounting. 
A bill by Representative Heintz looks to an amendment of the law to 
modify this monopoly feature, and it is sustained by a pretty strong 
argument. 

“The act provided for a board of three which should examine and 
certificate public accountants and certain time was given in which book- 
keepers of three or more years’ experience might under oath qualify 
without having to undergo an examination. 
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“Under the law, it is said, approximately 140 accountants were regis- 
tered; but a large proportion of these are said not to be actively engaged 
in public accounting at this time, and eight or ten accountants or account- 
ing firms are said to control the business. 

“The chief complaint made against the law as it stands is that the 
board is composed of three members and its unanimous approval must be 
given before any accountant, submitting himself for examination, can 
obtain a certificate. Without reflecting upon the personnel of the present 
board, we have no hesitancy in saying that this provision in the law tends 
to the creation of a close corporation, capable of working serious injustice, 
and that enlargement of the board, as contemplated by the Heintz bill, 
to five members, with the right of a majority to issue a certificate would 
be in the interest of fairness. 

“There are a number of other features of the present law which might 
be changed to advantage—we mean to the advantage of those who are 
competent accountants and have been unable to gain the coveted certifi- 
cates which are so valuable an asset in the practice of their profession. 

“The law ought not to be altered to let down the bars to the incompe- 
tent. But it ought to be sufficiently liberalized to remove any ground for 
criticism of the board as a monopolistic agent of the state government.” 


If such a law as that now proposed were to be enacted by the 
legislature of Louisiana, the American Association of Public 
Accountants, in all probability, would not recognize certificates 
issued thereunder. Furthermore, the certificates issued in Louis- 
iana prior to the enactment of such a law would thereby become 
of exceptional value and would be, as the newspaper quoted seems 
to fear, something in the nature of a monopoly, inasmuch as they 
would be the only certificates of Louisiana acceptable to the 
American Association of Public Accountants. 

No doubt the opposition to the Heintz bill by Louisiana 
accountants will be of some weight, and it is to be hoped that 
the bill will not pass; but the case is of interest as it demon- 
strates once more the absolute insecurity of any control of the 
profession vested in the hands of a political power. 


Commercialism Rebuked 


One of the prominent cities of the middle west recently sent 
to accountants in its immediate neighborhood, a letter to the 
following effect: 

“Under the charter of this city, the commission is required to arrange 
for the conduct of a continuous audit, under the direction of a certified 
public accountant, of the books of the various departments, each year. 

“To this end I wish to advise that the commission will receive propo- 
sitions for doing this work up to Wednesday, May 24, 1916, at 9 o’clock 
A. M. 
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“The commission will convene in regular session at 9:30 o’clock A. M., 
same date, and in all probability the matter of a continuous audit will be 
reached in the neighborhood of 10 A. M. 

“Each party or firm submitting a proposition will do so, having in 
mind that the commission reserves the right to accept that which it deems 
to be the lowest and best proposition for doing the work, according to 
the requirements of the charter, or to reject any or all propositions 
received. 

“In the meantime if there are any inquiries, I shall be very glad to 
hear from you.” 

This is a kind of attempt to commercialize accounting which 
has called for general opposition on the part of all accountants 
who regard their labors as professional. 

One of the accountants to whom the foregoing letter was sent 
replied as follows: 


“We desire to acknowledge receipt of and to thank you for your 
letter of May 17th, inviting proposals for making a continuous audit of 
the books of account of the city of ——. 

“It is not the practice of this firm to enter into any competitive bidding 
for the rendering of professional services. In our opinion, the value of 
a professional service cannot be measured either by a lump sum or a 
per diem bid. 

“Our per diem fees are as follows: 

For a member of the firm, $50.00 


Principal in charge, 25.00 
Senior assistants, 15.00 
Junior, 10.00 


And hotel and traveling expenses 
while on the engagement. 

“We would be very glad to be asked to serve the city of ——, but 
if engaged for this service we would expect to make our charges upon the 
above basis.” 

We have read many letters in which the undesirability of 
competitive bidding has been described, but the letter quoted 
above seems to condense the whole subject into remarkably few 
words. The writers insist that the service is professional, and 
carry their insistence to the point where the engagement becomes 
of secondary importance. 

Probably it is not reasonable to expect that every accountant 
will be imbued with the same high ethical ideals, but it is certain 
that if every accountant to whom the letter mentioned above 
was sent had replied in the same firm and unyielding manner, the 
city which was guilty of the disregard of professional ethics 
would have learned a lesson. 
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Income Tax Department 
Epitep BY JoHN B. Niven, C.P.A. 


Since the decision of the supreme court of the United States in the 
case of Brushaber v. Union Pacific Railway Co. rendered January 24, 1916, 
wherein it was finally settled that the income tax law of 1913 was con- 
stitutional and effective, there has been a perceptible stiffening of the 
attitude of the treasury department towards those classes of income and 
those classes of recipients of income which had not been clearly dealt with 
under the law. The change in attitude tends to bring all such classes under 
the provisions of the law and thereby to increase its revenue production 
to the government. 


It will be remembered that rulings were recently issued declaring the 
taxability of interest from bonds and dividends on stock of domestic 
corporations owned by non-resident aliens and the liability of non-resident 
aliens under the income tax statute. The taxability of such income and 
the liability of such persons was evidently so little considered in the 
framing of the statute that no provision was made for the collection of 
the tax. As regards non-resident individuals, the collection of the normal 
tax at the source will probably be simple, but by what means the depart- 
ment proposes to compel a return of net income from an individual who 
is entirely beyond the jurisdiction of the courts for the purpose of ascer- 
taining what additional tax, if any, is due it is difficult to see. As regards 
the income from the investments of foreign corporations, a similar con- 
dition exists except that, as withholding at the source does not apply to 
corporations, the whole tax will fall to be assessed on the return made 
by the corporation. Of course, as the supreme court indicated that the 
income tax was really of the nature not of a direct tax but rather of a 
custom duty upon the property itself, it may be that the treasury depart- 
ment intends to assess the tax upon the property itself and thus create a 
lien for the amount thereof. But even in that event the difficulty of 
arriving at the true amount of ‘tax would still have to be overcome. The 
condition of the whole matter lends color to the suggestion that the taxa- 
tion of such income was not intended by the law but is now being brought 
under the provisions of the statute by the treasury department in an 
endeavor to increase its revenue. 


Indications of the same attitude are apparent from the treasury ruling 
given in this number where the department states that a partner must pay 
normal and, if necessary, additional tax on his full share of the profits of 
a partnership, even though such income should include a proportionate 
share of interest from exempt bonds and dividends from corporations 
taxable upon their net income This ruling is made on the hypothesis that 
2 partnership is a distinct entity and, so far as a partner is concerned, is 
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the “source” of his income and that he is not entitled for income tax 
purposes to inquire into the source of the income of the partnership at all. 

In the first place it is doubtful whether the old rule of law that a 
partnership has no legal existence has ever been departed from; it has 
rather been held that the obligations of the partnership are in fact the 
obligations of the partners individually to whom third parties would look 
directly for settlement. Why, therefore, should the department try to 
transform a thing which is only a relationship between certain individuals 
into a legal “person” merely for the purpose of claiming more tax from 
the individuals, especially as the statute itself does not recognize such a 
“person”? 

It would seem that the department has assumed this position for the 
purpose merely of taxing in the hands of the partners the interest from 
exempt bonds and dividends from corporations received by the partner- 
ship. In connection with both classes of income the law is quite clear. 
As regards the first, it states that “in computing ‘net income’ under this 
section there shall be excluded the interest upon the obligations of a state 
or any political subdivision thereof and upon the obligations of the 
United States or its possessions.” 

There is no qualification stated that such obligations must be in the 
lands of the taxpayer before they are excluded from taxation, but the 
exclusion is absolute no matter how held or owned. It thus seems on the 
face of it to debar the department from treating such income in the 
manner proposed under the ruling now given. As regards dividends, the 
law is equally clear ; and, besides, in this case the reason why dividends are 
excluded from the net income of an individual is definitely stated by the 
statute to be because corporations are taxable upon their net income and 
it certainly seems that the position of an individual should not be prejudiced 
merely because he operates his business jointly with other individuals 
rather than by himself. Further consideration of the matter, it is hoped, 
may force the department to place this part of the administration of the 
law on a more equitable basis. 
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TREASURY RULING 
(T. D. 2337, June 1, 1916) 


Income received from a partnership cannot be traced to its source behind the 
partnership for the purpose of claiming individual exemption. 

Under the terms of the income-tax law the income accruing to a part- 
nership entity is not subject to tax. The provisions of the law relating to 
the exclusion of income derived from interest upon national and state 
obligations and to the exclusion, for the purposes of the normal tax, of 
income derived from dividends are applicable to income accruing to in- 
dividuals and not to income accruing to partnerships as such. 

The share of the profits of a partnership to which any taxable partner 
would be entitled if the same were divided, whether divided or otherwise, 
is required by the law to be returned for taxation, and no provision is 
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made by the law for the exclusion of any part of the share of such profits 
by reason of the source from which it may have been derived by the 
partnership. 

It is therefore held that “the share of the profits of a partnership to 
which any taxable partner would be entitled if the same were divided, 
whether divided or otherwise,” is subject to tax in the character of income 
derived from the partnership as the source, whatever its character may have 
been when it accrued to the partnership itself, and that the net distributive 
interests on which the individual members are liable for tax should in- 
clude their proportionate shares of the profits of the partnership derived 
from “interest upon the obligations of a state or any political subdivision 
thereof, and upon the obligations of the United States or its possessions 
* * *” and “from dividends on the capital stock or from the net earn- 
ings of corporations, joint-stock companies or associations, and insurance 
companies taxable upon their net income * * *.” 

All rulings and decisions in conflict herewith are hereby superseded and 
overruled. 
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Students’ Department 
Epitep By SEyMouR WALTON, C. P. A. 


TRADE ACCEPTANCES 


Except in the case of those who have dealings with foreign countries, 
the use of the trade acceptance is virtually unknown to the business men 
of the United States and the term “bill of exchange” conveys no adequate 
meaning, since the only bill or draft that is drawn on a customer in this 
country is the sight draft used to induce the payment of a past due open 
account. As the provisions of the new banking act will bring the trade 
acceptance into the same general use here that prevails in European 
countries, it is necessary that the subject should be better understood 
than it is at present. 

An acceptance is defined by the federal reserve board as “a draft or 
bill of exchange drawn to order, having a definite maturity and payable 
in dollars in the United States, the obligation to pay which has been 
accepted by an acknowledgment written or stamped and signed across the 
face of the instrument by the party on whom it is drawn; such agreement 
to be to the effect that the acceptor will pay at maturity according to 
the tenor of such draft or bill without qualifying conditions.” 

To understand the subject thoroughly it is necessary to analyze the con- 
ditions of a business transaction involving the sale of some commodity 
and also to have a true conception of the basis of commercial credit. 

If a wholesaler sells goods to a retailer he is entitled to the money 
in payment for them as soon as the retailer receives the goods and has 
had a reasonable time to verify them. If this right were enforced, no 
retailer could buy more goods than he could pay for in spot cash. This 
would confine him to a strictly cash business, since he would have to 
demand cash from his customers in order to meet his payments to the 
wholesaler. Under modern trade conditions no retailer thus hampered 
could do any satisfactory amount of business, with the exception of a few 
large department stores. He must therefore make such arrangements for 
his purchases as will afford him a reasonable time in which to make his 
ewn collections and to accumulate the funds with which to liquidate his 
indebtedness to the wholesaler. He may do this in either of two ways: 
by borrowing money from his own bank, or by making the wholesaler 
wait for his pay, by making the terms of the purchase such that payment 
cannot be demanded before the end of sixty or ninety days. In practical 
business he would probably adopt both expedients. 

Since the wholesaler must sell his goods and since he can seldom sell 
them for spot cash, the burden of financing the transactions is thrown on 
him. As his capital is never large enough to enable him to carry the 
load without assistance, he is obliged to have recourse to the banks and 
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borrow the needed money. To do this it is necessary for him to establish 
a credit. The basis of this credit is the important thing to understand. 

The true basis of commercial credit is the possession of merchandise of 
a recognized value. When the retailer obtains possession he gives to the 
wholesaler a contract to pay for the merchandise at a given time. In other 
words, the wholesaler extends a credit to the retailer because the latter is 
in possession of the merchandise. The retailer in turn may extend credit 
to his customers when they obtain the merchandise. In theory, when the 
customers pay the retailer, the latter pays the wholesaler. Since it would 
be impossible to trace any particular merchandise and the payments for 
it, an average time of thirty days is allowed by the retailer and sixty or 
ninety days by the wholesaler, as a general rule. 


Under American conditions of financiering this connection between 
merchandise and commercial credit is almost entirely overlooked. The 
wholesaler has nothing to show for the merchandise that he has parted 
with except an entry on his ledger. The order that he has received from 
the retailer is supporting evidence of the correctness of the entry, but 
is not a document that can be used to raise money on. The wholesaler 
is therefore obliged to make a statement to his bank in which he lists his 
open accounts receivable as assets, but the bank has no way to judge of 
the character of these accounts, unless it has an examination made of the 
wholesaler’s books. The result is that the credit is extended by the bank 
on the basis of the general condition of the wholesaler and not on the 
basis of the merchandise that he has sold. 


This condition of affairs has been peculiar to the United States only 
since the civil war. European countries base the granting of credit on 
actual merchandise transactions, and the United States did the same thing 
from early colonial times, until the demoralization of credit at the time of 
the civil war changed all our financial methods and introduced the cash 
discount as the prominent feature of our business transactions. 


For a number of years after the close of the civil war credits were 
uncertain, interest rates were high and the cash settlement of bills was 
therefore unusually desirable. Owing to the high interest rates the dis- 
counts given had to be large enough to induce the purchaser to borrow 
money in order to take advantage of them. As the seller received his 
money promptly he was naturally favorably disposed to the new system, 
in spite of the fact that he was sometimes imposed on by otherwise valuable 
customers who insisted on taking the discount after the time had expired. 
A great objection to the plan is that a merchant with insufficient capital, 
but of really sound standing, is obliged to accept a low rating on account 
of his inability to take his discounts, and that the ceasing for a time to 
take the discount after having once done so is a serious blow to his credit. 

An objection to what may be called the American system is the fact 
that when a discount is not taken the seller cannot implicitly rely on his 
open accounts receivable. Although the terms of a sale are distinctly 
stated at the time it is made, it is notorious that in a vast number of cases 
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they are not adhered to. It is not considered a serious matter to let an 
open account run a week or two beyond the agreed settlement day. 

Worse than this is the habit many persons have of not putting in 
claims until the settlement day arrives, possibly because they have not had 
the time to give to the matter until forced to do so by the maturity 
of the account, but in many more cases because the dispute that arises 
affords a plausible excuse for delay in settlement. 

When a concern borrows money on its general credit, it gives its own 
note to the lender, on which only the name of the concern appears. It 
is therefore called single-name paper. In this country at present ninety 
per cent. of all notes discounted are single-name. In the case of large 
concerns the requirements for money are often greater than local banks 
can supply and they are obliged to have recourse to commercial paper 
brokers who sell their notes to banks all over the country. A great evil 
resulting from this practice of borrowing at long distances from home 
and in scattered localities is the impossibility of ascertaining with any 
certainty the amount of the indebtedness of any one concern, except by 
an examination of its books. 

A more serious evil arises from the change in the functions of the banks 
that has been caused by this practice. The true function of a bank is 
to facilitate the operations of commerce—to lend its aid in carrying 
merchandise from the producer to the ultimate consumer. It is therefore 
concerned only with the movement of merchandise and is not intended to 
be a means of adding to the capital of any business. Under the single- 
name paper system, it frequently happens that the banks lend so much 
money to a concern as virtually to constitute them partners in the 
business. 


The use of trade acceptances is calculated to meet all these objections. 
When the wholesaler sells a bill of goods to the retailer on terms of 90 
days net or a discount in 10 days, he sends with the invoice a bill of 
exchange drawn on the retailer payable 90 days after date or after sight. 
If the retailer elects to take the discount, he sends his cheque and 
returns the bill. If he does not wish to take the discount, he accepts the 
bill and sends it back to the wholesaler. If transactions between the two 
are frequent, one acceptance may be made for all the sales of a month. 
The wholesaler now has a piece of double-name paper which he can 
readily discount at a bank, unless both parties to it are financially weak. 
Owing to the easy negotiability of the paper, the necessity for offering 
large cash discounts for the purpose of obtaining ready money will dis- 
appear, the result being that if any discount is offered it will be little 
more than ordinary interest. The tendency will be to ignore cash discount 
entirely. 

The advantages gained by the seller through the use of the trade 
acceptance will be the making definite of the terms of a sale both as 
to amount and time of payment and the instant convertibility of the pro- 
ceeds of the sale into cash with only the contingent liability for the 
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acceptance in case the acceptor does not pay. Except for this remote 
contingency the seller can forget all about it. He does not have to 
concern himself, as he does now, with his own notes coming due from 
time to time and with the necessity for paying or renewing them. The 
acceptances of a solvent purchaser will be paid by him when due—that is 
they will be “self-liquidating.” To quote again from the federal reserve 
board :— 


“Bills should be essentially self-liquidating. Safety requires not only 
that bills held by the federal reserve banks should be of short and well 
distributed maturities, but, in addition, should be of such character that it 
is reasonably certain that they can be collected when they mature. They 
ought to be essentially self-liquidating, or in other words, should represent 
in every case some distinct step or stage in the productive or distributive 
process—the progression of goods from producer to consumer. The more 
nearly these steps approach the final consumer, the smaller will be the 
amount involved in each transaction as represented by the bill, and the 
more automatically self-liquidating will be its character.” 


The last sentence indicates a use of acceptances that may become 
general and will be of material assistance in financing business transac- 
tions. Instead of the wholesaler accepting the drafts of the manufacturer, 
who has sold him goods, he may turn over to him the acceptances of the 
retailers. This will save the wholesaler from the necessity of making 
financial arrangements to meet his own payments. The paper, when 
offered for discount by the manufacturer, will be three-name paper, and 
will naturally command the lowest market rate of interest. 


The advantage to the banks is manifest. Not only is their security 
better by having two names instead of one, but they are also able to 
depend upon the supply of available loan funds. The bank that has 
discounted the single-name note of a valued depositor is never sure until 
a short time before the note matures whether it will be paid or not. If 
the depositor makes up his mind at the last moment to renew part or 
all of the note, the bank is usually obliged to acquiesce, although it may 
have been intending to use the money in a different direction if the note 
were paid. The self-liquidating character of the acceptance assures the 
discounting bank a trustworthy stream of money which can be used in dis- 
counting new acceptances for the same customer or in any other way 
that it sees fit. 

The advantage to the acceptor of the time draft is not so obvious. 
However, he is relieved of the necessity for making loans from his local 
bank for the purpose of paying his bills less a cash discount. The dis- 
count having been virtually done away with, competition will probably 
force a corresponding reduction in the net price, so that the acceptor will 
get his goods at virtually the same figure—due regard being given to 
interest—and will not have to concern himself about paying for them 
until his acceptance comes due, giving him plenty of time to realize on 
them by selling them in his turn. 
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While the trade acceptance is given preference by the federal reserve 
banks, because it bears prima facie evidence of being issued in connection 
with regular mercantile transactions, single-name paper is not entirely 
excluded. In recognition of the true function of a bank in financing 
actual transactions, the single-name paper must be more carefully scrutin- 
ized than the acceptance. The federal reserve board says :— 

“Double-name paper drawn on a purchaser against an actual sale of 
goods affords, from an economic point of view, prima facie evidence of 
the character of the transaction from which it arose. Single-name notes, 
now so freely used in the United States, may represent the same kind of 
transactions as those bearing two names. Inasmuch, however, as the 
single name paper does not show on its face the character of the trans- 
action out of which it arose—an admitted weakness of this form of paper 
—it is incumbent on each federal reserve bank to insist that the character 
of the business and the general status of the concern supplying such 
paper should be carefully examined in order that the discounting bank 
may be certain that no such single-name paper has been issued for 
purposes excluded by the act, such as investments of a permanent or 
speculative nature. Only careful inquiry on these points will render it 
safe and proper for a federal reserve bank to consider such paper a ‘self- 
liquidating’ investment at maturity.” 


REDISCOUNTING BY BANKS 


An important subject arises from the radical change that the new law 
has made in our banking system by the authorization of rediscounting 
by the banks. It has always been considered the proper thing for a 
merchant who holds notes receivable, or, what is the same thing, accept- 
ances of his customers, to discount them in bank whenever he needed 
money. Why it should have been thought to be a confession of weakness 
and virtually an act of bankruptcy for a bank to do the same thing, when 
it found that it could advantageously use more money than it was in 
immediate possession of, is one of the unexplained vagaries of the business 
mind, but it was so until the present law changed the viewpoint. Under 
present conditions no bank that is a member of the federal system can 
ever be short of money as long as it possesses paper that meets the 
requirements of the law. This shows the necessity of so changing the 
business methods of the country that there shall always be a supply of 
such paper sufficient to meet all the legitimate demands for money. 
European banks have worked upon such a system always, but this country 
has been slow to profit by their example. At present any one of the 
twelve reserve banks stands ready to rediscount for any member bank of 
its group, and a reserve bank in one section of the country where money 
is plentiful will rediscount for a reserve bank in another section where 
money is scarce. This will tend to equalize the rates of interest throughout 
the country and will prevent the annual tightening of the money market 
in agricultural districts when crops are being moved. 
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BANK ACCEPTANCES 


One of the most important features of the new law is the authority 
given to banks to accept time drafts. This has long been the custom in 
Europe and has been one of the principal reasons why England has been 
the clearing house for international trade and the pound sterling the 
international standard of value. A London tea merchant may be a person 
of excellent financial standing in England, but may find it difficult to 
establish a sufficient credit with an exporter in Japan. He therefore makes 
an arrangement with his London bank by which the tea is shipped to the 
bank and the drafts in payment are drawn on the bank and accepted by 
it at 60 days sight. As the drafts are drawn on a London bank of 
recognized strength they rank as “bankers’ sterling” and are readily 
negotiable in Yokohama at the best rate of exchange. The London bank 
charges a commission for accepting, which the tea merchant will cheerfully 
pay, since the bank has aided him in making a purchase at a much lower 
cost than if he had no such facilities for financing the transactions. 


Until the beginning of the present war, Germany had been making 
strenuous efforts to replace England, in part at least, as the money 
center of the world, by offering similar facilities. The United States 
has never until now been able to do anything in that direction, although 
we are much nearer many of the most desirable world customers, notably 
those of South America. It is a truism of commerce that nations buy 
most freely from those which buy from them, but we have never made it 
easy for any other nation either to sell to or buy from us. Since our 
banks were not allowed to accept time drafts, it was necessary for an 
American importer to pay cash for his goods or to make an arrangement 
with a bank in London to accept for him. This was generally done 
through a New York bank, necessitating the payment of a second com- 
mission, in addition to the loss of time caused by the necessity of remitting 
to London in time to meet the acceptance when it came due. Naturally, 
also, the London bank would not be as accommodating to a foreign 
customer as the importer’s home bank would be. 


Owing to the prohibition of the establishing of branch banks in foreign 
countries, the American exporter was equally handicapped. The banks in 
the countries to which he wished to ship goods were branches of English, 
German or French banks and naturally were not willing to extend the 
same facilities to Americans that they would to their own countrymen. 
The new banking law has taken away this obstacle to trade by authorizing 
such branches, some of which have already been established in South 
America by large American banks, thus allowing direct financial con- 
nection with this country. Instead of settling accounts with these foreign 
countries through London, they can now be handled with New York direct, 
saving not only the London commission and the time lost in remitting, 
but also eliminating the risk of loss by a variation in the rate of sterling 
exchange between the time of making the bargain and the date of final 
payment. 
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The most momentous consequence of this direct financial connection 
is the establishment of New York as one of the recognized clearing houses 
ior international trade. Owing to the European war London has not been 
able to furnish all the facilities for international transactions as it has 
been in the habit of doing, and New York has become the only financial 
center with sufficient capital to do it. The result is more than likely to 
be that New York will become the principal clearing city, and that dollar 
exchange will become the standard value of the world instead of sterling 
exchange. This could not have been brought about merely by the United 
States becoming the creditor nation. It was necessary that our bank 
system should conform to the world’s needs, and it is fortunate that the 
change in our laws was made in time to profit by the opportunity that the 
exhaustion of European capital has offered us. 

By means of the bank acceptance the bank is really lending its credit 
to its customer, instead of lending him money. As the bank’s supply of 
credit is far larger than its stock of ready cash, it follows that many 
more transactions can be financed than if each one required the immediate 
payment of money. 

The use of the bank acceptance is not confined to foreign trade only. 
It can be employed to equal advantage in the case of domestic ship- 
ments. A manufacturer might hesitate to sell a large bill of goods to a 
merchant in a distant city and take his acceptance at 60 or 90 days. But 
if the merchant can make the proper arrangement with a local bank of 
recognized standing to accept for him, the manufacturer will be glad to 
extend the credit, knowing that the bank acceptance can be readily sold 
either to his own bank or the note brokers. 

The arrangement between the accepting bank and its customer may 
be made on the basis of the general credit of the customer, or it may be 
based solely on the possession of the goods themselves. In the first case 
the customer receives the goods as soon as they arrive. In the second 
case the goods are shipped to the bank itself on a bill of lading drawn to 
its order, and on arrival are put in a warehouse in the name of the bank. 
When the customer needs any of the goods he pays the bank an agreed 
amount and withdraws a portion of the goods. This arrangement applies 
equally to either foreign or domestic shipments. 

In connection with this subject of trade acceptances that of the use 
of bills of lading becomes important. The treatment of this question 
must be deferred to a later date. 


UNREALIZED PROFITS 


Editor, Students’ Department: 


Sir: In my work, I have come across a peculiar situation. A billiard 
room has ten tables which are maintained in a first class condition, depre- 
ciation has been regularly charged and repairs charged to expense. These 
ten tables were made by a firm not in the “trust.” The “trust” has been 
anxious for several years to get its tables in this place and has been 
willing to forego any profit on its tables in order to trade out the old 
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tables. Because of that fact the proprietor has been able to negotiate 
an extremely favorable trade. 

His present equipment cost approximately $3,000.00 new, and is now 
carried at $2,500.00. The ten new tables are usually sold at $700.00 each, 
the lowest price at which it can be learned they have been sold is $625.00, 
making a total for the ten tables $6,250.00. By turning in his old tables 
and paying $1,250.00 in cash the proprietor gets the ten new tables. 

Now, it is recognized that no profit can be made until it is realized 
or until a sale; but here is a man who will have $6,250.00 worth of tables 
which have cost him $4,250.00, or less if depreciation is allowed. The 
$6,250.00 is a realizable value. I cannot find a satisfactory argument why 
he should not consider that he has made $2,000.00 by making a favorable 
trade. The tables must be carried at their true worth. It would not be 
good judgment to carry these tables at $300.00 when they could readily 
be sold for $625.00. If they burned, the insurance company would have to 
consider their cost price in the regular course of business and would not 
be expected to take them at $300.00. The tables are just as truly worth 
$6,250.00 as though a cheque had been given for that amount. 

Please tell me if I am justified in showing a profit on this transaction, 
and should this profit be credited directly to the proprietor’s account? 

i. 


The only argument against allowing the proprietor to credit himself 
with a profit of $2,500, not $2,000, by exchanging assets valued at $2,500 
and $1,250 (cash), or $3,750 in all, for assets whose cash value is $6,250, 
is that no such profit has actually been realized by ary sale. If the pro- 
prietor should sell out his whole establishment on t'1e basis of $6,250 for 
the tables, he would make a realized profit. 

In my opinion the best way to treat the matter is to charge the new 
tables at $6,250, to credit the old tables with $2,500, cash with $1,250 and 
unrealized profits (or special reserve) with $2,500. This will put the new 
tables on the books at their insurable value. In future the yearly deprecia- 
tion should be charged to the unrealized profit, instead of to profit and loss 
until the $2,500 is exhausted. In this way the saving will appear in the 
profits yearly by the elimination of the charge to profit and loss of the 
annual depreciation. The proprietor will realize the profit in the end and 
will not have swelled his capital account with an unrealized profit in the 
meantime. 

If it were considered worth while to keep accurate account of the com- 
parative yearly operations, the saving of $2,500 could be spread over the 
estimated life of the tables, part of the annual depreciation being charged 
against profits and part against the special reserve. 


DIvIpDENDS ON TREASURY STOCK 


Editor, Students’ Department: 


Sir: I have met with a rather peculiar item and your kind help will be 
greatly appreciated. 

The books of a corporation show the famous account “treasury stock,” 
which is unissued stock, and the account is credited each period with 5% 
of its amount as the share of dividends earned, as: 


Authorized capital stock $100,000 
Unissued capital stock 10,000 
Dividend declared each year 6% 6,000 


65 








The Journal of Accountancy 


Journal entry debits surplus account and credits dividend account. Entry 
in cash disbursement book charges dividend account for $6,000. Only 
a few stockholders are sent cheques. Cheques are not posted. Entry 
in cash receipt book credits accounts of stockholders not receiving 
cheques and treasury stock account is credited for $600. 

I feel that it is illegal, but, as books are audited twice each year, have 
been silent awaiting investigations. Do the laws of New Jersey or New 
York forbid the declaring of dividends on treasury stock? 

Trusting that I have made the case clear and hoping to receive an 
early reply, I remain 

Very truly yours, 
W. E. W. 


Newark, New Jersey. 
There are several points to be noted. 


As already stated in this department, it is entirely wrong to call 
unissued stock treasury stock, which must be stock that has once been 
issued fully paid and has since been acquired by the corporation through 
purchase or donation. 

When a dividend is declared an entry should at once be made charging 
surplus and crediting dividend. Only those dividends that are paid in cash 
should be put through the cashbook and posted to the debit of dividend 
account. Those which are credited to the accounts of the stockholders 
should be charged to dividend account and credited to the individual 
stockholders on the journal. 

Treasury stock never receives a dividend. As the stock belongs to the 
corporation, the income from it, if there were any, would be a credit to 
the profits of the corporation. To pay a dividend on treasury stock would 
involve a charge to surplus for the dividend paid and an immediate credit 
tu surplus of the same amount as dividend received. This is such a mani- 
fest absurdity that it is not necessary for the law to state that no dividends 
are payable on treasury stock. 

Absurd as that practice would be, however, it would be wisdom com- 
pared with the crediting of dividends on unissued stock to unissued stock 
account. After 162/3 dividends at 6% have been thus credited, the 
unissued stock will be paid up in full and the account wili be closed. The 
situation will then be that the corporation will own $10,000 of its own 
fully paid stock which will not appear on its books, either as an asset or 
as a deduction from capital stock account. On the ground that it has 
been fully paid up out of dividends, it may be called treasury stock, but to 
put it on the books as an asset would necessitate an offsetting credit to 
surplus. This amounts to charging surplus, through the dividend account, 
with $10,000 for the purpose of crediting surplus with the same amount 
later. It would be hard to understand how an auditor could pass the 
declaring of a dividend on unissued stock and the crediting of the divi- 
dend to unissued stock account, if it were not for the fact that many 
persons are posing as auditors who have no real knowledge of accounting 
principles. 
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INTEREST AS CONSTRUCTION CosT 


Editor, Students’ Department: 


Sir: A corporation issues bonds to the amount of $800,000 and addi- 
tional capital stock to the amount of $400,000, the proceeds of which are 
to be used for the erection of a new factory. 

It appears to be perfectly proper to charge interest on the cost of the 
factory during construction, but is it correct to charge interest on that 
portion of the cost for which new stock was issued? 

Does it not seem to you that the issuance of capital stock is a new 
venture, the money from which will be used to construct, invest or pur- 
chase at the best advantage, and that the investor cannot expect the same 
security for his money as he would on purchases of bonds? 

Again, the money received from stockholders invested in a factory 
would not necessarily have to include interest, because stock is not interest 
bearing and bonds are. 

A. B. C. 


A. Lowes Dickinson has thoroughly covered this subject of interest, as 
well as overhead expense, as part of the cost of construction, in his 
excellent work Accounting Practice and Procedure. We can do no better 
than to quote his remarks: 

“Interest and Overhead Charges in Capital Outlay: 

“A difficult problem in the proper determination of the cost of addi- 
tions and improvements to property is involved in the matter of overhead 
charges and interest. In the case of expenditures chargeable to profits 
this question is of little importance, because the credits to profits in respect 
to such charges are offset by the debits contained in the charges. In the 
case of capital expenditures, however, any arbitrary addition for overhead 
charges and interest involves a credit to and increase in profits corre- 
sponding to the addition to capital expenditures. In a going concern a 
conservative course is generally adopted, and no charge is made beyond 
the labor and material cost for expenditures of moderate amount on 
additions to the property; but, on the other hand, if a new and distinct 
plant were in course of construction, and producing no earnings from 
operation, the whole of the administration expenses and the interest paid 
on loans raised for this special purpose would be charged to construction 
account; and rightly so, being necessary elements of completing the work. 

“This at once suggests the argument that what is reasonable and proper 
in the latter case should also be reasonable and proper in the former. 
The safe rule is, however, that no charges should be made to construction 
for overhead expenses which would have been equally incurred if there 
had been no such construction, and would in that case have been charged 
against profits; but that, if special loans have been raised to provide 
funds for construction purposes, or a special staff of employees main- 
tained for this sole purpose, the interest paid on such loans and the 
salaries of the special staff may properly be charged to construction 
account until the work under construction is in effective operation. Any 
other method might result in the creation of fictitious profits, which could 
not be realized as long as the property was operated, and might never be 
realized on its ultimate sale.” 

It will be noted that Mr. Dickinson allows as part of the construction 
cost “interest paid on loans raised for this special purpose.” This could 
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be construed into allowing as such cost all the interest accrued during con- 
struction on an issue of bonds the entire proceeds of which had been used in 
the construction of a plant. In the case cited, such seems to have been the 
case, but if only $600,000.00 of the proceeds of the bonds had gone into the 
plant, it would not appear to be correct to charge the interest on the entire 
issue of $800,000 to the plant account. If the company had sold all its 
bonds at once, in spite of the fact that it did not need all the money at 
present, it would probably be because it could get a more advantageous 
price from the purchaser who would naturally wish to control the whole 
issue. This is purely a question of financiering, which in no way affects 
the value of the plant. As the company would not need the excess funds 
for the time being, it could easily offset the interest on the bonds sold in 
advance of its requirements by lending the money at a rate equal to or 
exceeding that of the bonds. 


A question arises that it is difficult to answer. Supposing that the 
whole of the capital stock, $400,000, and all the bonds, $800,000, have been 
sold at par, and a plant costing $800,000 has been erected, what money 
was paid for the plant? If the whole cost were considered to be paid out 
of the proceeds of the bonds, then all the bond interest during the time of 
construction would be chargeable to the cost of the plant, but if it is 
considered that the money derived from the stock went into the plant 
supplemented by half of that realized on the bonds, then only half the 
bond interest could be charged to the cost of the plant. In no circum- 
stances could any interest on capital stock be su charged, because it is only 
interest actually paid or accrued to be paid later that is so chargeable. 
Practically, it is more than probable that with $400,000 cash on hand 
realized from sale of stock, the bonds would not be issued until the plant 
was half paid for. 


In spite of the consensus of opinion in favor of charging interest paid 
during the period of construction to the cost of a plant, it is questionable 
whether the practice can be defended in the last analysis. Interest is purely 
a cost of financiering, and its payment is a penalty for an unfortunate, 
although often necessary, method of providing funds for the building of a 
plant. It does not add anything to the intrinsic value of the plant. If it 
took a year to erect the plant in question and all the bond interest is to 
be added to its cost, say at 6%, the plant would have cost $848,000.00. 
If half of the cost was paid out of the capital and only the other half out 
of the bonds, the cost would be $824,000.00, or if the half paid for out of 
the bonds took only six months to build, the cost would be $812,000.00. 
If no bonds had been issued at all, but the capital had been made 
$1,200,000.00 and called up in instalments as needed to pay for the plant, 
there would be no interest considered, and the cost would have been 
$800,000.00. Therefore we have four possible values for the same plant, 
depending not upon any conditions connected with the plant itself, but 
purely upon the methods adopted to finance the undertaking. 
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The question then for accountants to decide is whether it would not be 
better to ignore any interest cost in such a case. Of course, it would not 
be fair to require the profits of the first year to stand this interest charge. 
It should be carried as a deferred charge along with other expenses of 
organizing and starting the business and should be gradually charged off, 
say in five or ten years. This will be largely offset by a reduction in 
taxes and in depreciation caused by the lower valuation. 
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PRINCIPLES OF AUDITING; by JouHn RaymMonp Witpman, M.CS., 
C.P.A. William G. Hewitt Press, Brooklyn, New York. 


After the publication of many editions of such standard works on 
auditing as those of Dicksee and Montgomery it would seem somewhat 
temerarious for anybody to offer the accountancy profession a new book 
with so comprehensive a title. The author’s excuse, as given in a preface 
which has an autobiographical ring, is summed up in the sentence: “Some 
of the things he was never able to find in books and about which he was 
too proud to ask are set forth in this book.” This reads oddly when we 
consider that Dicksee’s standard work has been available to accountancy 
students since 1892. The mystery is cleared up when we read the book 
and discover that the title is rather a misnomer. Principles are enunciated 
here and there, to be sure, any and all of which may be found in Dicksee 
or Montgomery with little trouble, but what the book really contains is 
a mass of detailed instructions of what to do before, during and after an 
audit. Books of this kind are comparatively rare and no doubt the author 
is right in claiming that his sets forth points “he was never able to find 
in books,” which is not remarkable considering that every auditor who 
is not intellectually lazy has is own methods and as a rule prefers to 
keep them to himself, or at least confine discussion of them to professional 
circles, for obvious reasons. 

It is always interesting to hear and read of the methods adopted by 
experienced auditors, and the tyro can often pick up good hints from such 
reading, as in this book, for instance. But it will be a bad day for 
accountancy when students are taught to adopt a hard and fast set of 
rules for making an audit. Practical experience, not text-book rules, is 
what the student needs, and it is on this sound basis that the requirement 
of actual experience for obtaining a C.P.A. certificate stands. Being 
firmly grounded on the correct principles of auditing, the young auditor 
should be free and should be encouraged to use his own methods of 
discovering the facts to which the principles may be applicable. 

Being a book of routine details it is difficult to review it briefly, while 
to take it up point by point would result in another book of equal size 
to no particular good since the reader might well differ from both author 
and reviewer. An instance or two will illustrate. On page 33 the author 
says in the matter of counting the cash: 

“It is probably preferable to allow the person who is in charge of the 
cash to handle same. There are two reasons for this: one is that the 
auditor is not as a rule skilled in the handling of cash. A man who is 


handling it all the time can count it very much faster and with more 
accuracy than a man who counts cash once in a while.” 
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The obvious criticism of this is that such a “skilled” man would also 
be quite able to “count” under the very eyes of an unskilled auditor as 
much cash as he needed to cover a deficit if he were so inclined. More- 
over, what sort of an answer could the auditor make on the stand if he 
were asked: “Did you count the cash yourself?” 

Again: 

“Having totaled up the sheet on which the cash account appears, the 
total according to the account should be compared with the balance in 
the cashbook; the debit and credit footings put in the cashbook in ink 
by the auditor; the initials of the auditor with the date placed alongside 
of each footing and the balance noted in the explanation column on the 
debit side of the cashbook in ink.” 

If the book should happen to be brought into court years afterward 
the auditor might be compelled to waste his time dancing attendance in 
court on a matter of no interest to him or his firm merely to testify that 
he made the entry. It is a pretty safe rule for auditors never to make 
any entry on the books of a client. Let the bookkeeper do it. 

The chapters on analyzing accounts are excellent. A careful and 
accurate analysis of certain important accounts is the best service the 
auditor usually renders his client. Ability to do such work well marks 
the difference between a real and a mechanical auditor. W. H. L. 


SCIENTIFIC MANAGEMENT; by Horace B. Drury. (Studies in 
History, Economics and Business Law, Columbia University.) Long- 
mans, Green & Co., New York. $1.75. 

The appearance of this book is particularly timely. Scientific manage- 
ment having become entrenched to some extent, its opponents are waging 
a most bitter war to dislodge it and to prevent its further growth. As 
usual in such controversies much of the fighting is against men of straw 
set up by each side. The fundamental nature and purpose of scientific 
management are not understood or are ignored in a large part of the 
contention. For example, the Tavenner bill now in the house of repre- 
sentatives at Washington forbids the making of time studies of any job 
of any employee of the United States government “or of the movements 
of any such employee while engaged upon such work,” and it prohibits 
also any “premium or bonus or cash reward” in addition to regular wages 
(except for suggestions which result in improvement or economy in 
operation). In this bill the time study and the bonus system are labelled 
“scientific management,” which is condemned as inducing the very evils 
which the real scientific management is designed to prevent. 

The attitude of organized labor was made very clear in Professor 
Hoxie’s recent book on Scientific Management and Labor. The convic- 
tions and ideals of the system’s exponents are set forth in the many 
volumes which have been before the public for five years or more. It 
remained for Professor Drury’s present work to treat the subject from 
the broadly social point of view. Incidentally, it is interesting to note 
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that this book appears at the time when Mr. Brandeis has been recently 
elevated to the United States supreme court; it is to him that Professor 
Drury credits the invention of the phrase “scientific management” and the 
arousing of most of the popular interest in the movement. 

The book is thoroughly admirable. Scholarly and non-contentious, it 
presents facts concerning the inception and growth of the movement with 
a wealth of collateral references which will enable one to study it with 
any desired degree of thoroughness. Where arguments are involved, 
those of both sides are given with equal fairness. On the whole the book 
may be said to favor scientific management, but with recognition that it 
is but one factor in social life. “If our criticism has on the whole been 
favorable to scientific management, it is because we believe that there is 
a large amount of good in the system. To maintain that it is perfect 
would be to overlook the fact that it is hardly yet beyond its formative 
period. . . . While scientific management seems to us a force for 
good, it should not be regarded as a panacea capable of curing all indus- 
trial and social ills.” 

The book covers the early attempts to solve the wages problem, the 
genesis of the principles of scientific management, brief biographies of 
the leaders of the movement, and a survey of the trades and plants in 
which the system has been introduced; and it closes with a critical review 
of the important aspects of the movement such as its productivity, its 
relation to the problem of organized labor, its human side and its relative 
position among the sciences which concern man’s life in society. 

Some criticism might be levelled at the author for the severe narrow- 
ing of the subject which he has voluntarily imposed upon his treatment 
of it. Feeling, doubtless, that a focus was necessary, he has eliminated 
many of the side-lights of the movement which his present work leads 
one to believe he could most profitably discuss. In fixing the boundaries 
of scientific management he confines it to “that one side of human life 
wherein men co-operate to attain industrial ends.” Its horizon is “further 
limited to that one phase of shop or industrial life which has to do with 
the control of men.” “In the last analysis, ‘scientific manegement’ is not 
a great deal more comprehensive than ‘the Taylor system.’” 


Harotp DupLey GREELEY. 


ACCOUNTING SYSTEM FOR CHALMERS DISTRIBUTORS: 

This outline of a practicable and comprehensive system of accounts for 
automobile distributors published by the Chalmers Motor Company with 
the express purpose of helping its distributors to larger profits is an 
indication of the increasing appreciation of the important part played by 
effective accounting methods in modern business. The book is divided 
into three sections—ledger accounts, forms and accounting routine. Each 
account in the proposed classification is clearly described and the forms 
are not only explained in detail, but are also accompanied by full size 
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specimens. The system recommended is substantially the same as that 
now used with satisfactory results by many of the large automobile dealers. 
For those who have not yet perfected their accounting methods and who 
feel that they are not receiving the assistance in the conduct of their busi- 
ness which their accounts should furnish, this book is a working manual 
for improvement. It is hardly necessary to point out that the best results 
will be obtained where the aid of the professional accountant is employed 
in installing and adapting the system to the individual business. Custom- 
made clothes are usually a better fit than ready-made garments and, 
similarly, in almost every business some special conditions obtain which 
are not satisfactorily met by a ready-made system. In the writer’s opinion 
the volume has one serious defect. In treating the matter of allowances 
for second-hand cars taken in exchange no mention is made of the neces- 
sity for immediately writing off against operations any excessive allowance 
that may have been granted to effect the sale of a new car, nor of the 
necessity for also providing a reserve sufficient to care for the cost of 
repairing and selling the second-hand car. Perhaps it is intended to issue 
instructions on this subject at a future date as the form of balance sheet 
provided with the outline shows a reserve for second-hand cars. 


W. S. G. 
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Form of Financial Statement 
Editor, The Journal of Accountancy: 


Sir: The statement published on page 217 of the March issue of THE 
JouRNAL oF ACCOUNTANCY was a statement of facts concerning a business 
presented to a general gathering of business and professional men, and 
not a technical statement of assets and liabilities. I believe the statement 
as such is valuable to any business and will give bankers or others inform- 
ation they may desire. 

There is quite a difference of opinion as to the term “working capital.” 
Money is invested in a business (invested capital), and when the invested 
capital is not adequate to operate the business on a cash basis (which is 
generally the case) credit is secured (borrowed capital) to add to the 
funds with which to operate the business. Part of this invested and 
borrowed capital is expended in equipping the business with machinery 
and appliances to carry it on (fixed investments) and the remainder is 
used in operating the activities of the business (the working capital). 
True, the capital of a business (invested) is the excess of the assets over 
the liabilities, but the capital employed in a business is the “invested” 
plus the “borrowed” capital. 

Mr. Greeley on page 276 of the April number of THE JouRNAL assumes 
that if $25,000.00 new machinery were “bought on credit” the working 
capital would be reduced. In fact, according to his contention, his work- 
ing capital, $15,000.00, would be wiped out and the business run on a 
deficit of $10,000.00. I contend that the purchase of any amount of fixed 
investments, either on credit or for new capital stock issued, would not 
change the amount of funds employed in operating the business (working 
capital). Mr. Greeley’s example would show a bad condition, viz. that 
of a business having placed $10,000.00 (of borrowed capital) over all its 
invested capital in fixed investments and operating the business entirely on 
borrowed funds. 

I hold that the statement of the excess of the current assets over the 
current liabilities is of little value, whereas the difference between the 
invested capital and the fixed investments is of great value as it shows the 
invested capital available for carrying on the business which, plus the 
borrowed funds (current liabilities), gives the total amount of funds em- 
ployed in operating, or the working capital. 

As far as Mr. Freeman’s statements are concerned there is no vital 
difference between us. My statement is non-technical, whereas he insists 
upon holding to technical forms and terms. He is in error in saying on 
page 278, April number of JourNAL, that I claimed the $55,000.00, B2, as 
working capital. The statement shows clearly that $15,000.00 of the 
$55,000.00 was the amount of invested capital that was left, after purchas- 
ing the fixed investments, to go into the working capital. He leaves this 
B2 out of his statement. These are valuable facts as they show the 
sources from which were derived the funds for carrying on the activities 
of the business. I agree with him as to the important considerations that 
should govern the construction of a statement, viz. (a) simplicity, (b) 
lack of duplication, (c) the use of terms that most clearly and definitely 
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describe the items to which they refer. However, duplication is always 
advisable when it adds simplicity and makes clear. 
Yours truly. 


Louisville, Kentucky. Enos SPENCER. 





Editor, The Journal of Accountancy: 


Sir: In the March issue of THE JouRNAL oF ACCOUNTANCY appears the 
analysis of a financial statement. To this analysis two adverse criticisms 
have been offered in the April issue of THE JouRNAL. As it is indicated 
in both issues that further discussion would be welcomed, I take pleasure 
in offering this as my opinion. 

It seems to me that the criticism offered by Mr. C. E. Freeman does 
no justice to Mr. Enos Spencer. Personally, the writer can see very little 
difference between the two analyses, only that the analysis offered by Mr. 
Spencer is somewhat more replete than that of Mr. Freeman and that 
the former does lack simplicity to a certain extent. However, the facts 
and information contained in one are the same as in the other, excepting 
the use of somewhat different terms, which variation seems to be of little 
significance. In fact, taking Mr. Freeman on his own statement, namely: 
“The form referred to is evidently intended to answer two general ques- 
tions of fact: (A) How much capital are you employing in your business? 
And (B) How is your capital being used and what is its existing con- 
dition?” the analysis offered by Mr. Spencer seems to me to answer these 
questions more fully than the analysis offered by Mr. Freeman, since the 
former refers to “capital” throughout his analysis while the latter refers to 
“assets and liabilities.” I do not deny, however, that some superfluity is 
introduced in Mr. Spencer’s analysis, but the idea is there, and a good one 
it is, nevertheless. 

Mr. F reeman says further, regarding Mr. Spencer’s analysis; “The 
$55,000.00 in section B2 is designated as working capital, etc., while B3 
indicates that there is only $45,000.00 of working capital that is active. In 
one or the other of these cases the term must be wrongly applied.” 
Well, as a matter of fact, Mr. Spencer in section B2 does not designate 
the $55,000.00 as working capital; he simply shows that, of the $45,000.00 
to which he refers as working capital, $15,000.00 is derived from invested 
and accrued capital, and in order to make it clear, he further shows that 
the amount $15,000.00 is arrived at by subtracting $40,000.00 from $55,000.00 
which is nothing more nor less than repleteness. 

Referring to Mr. Harold Dudley Greeley’s criticism, heretofore if 
anyone had propounded the question to me, “What is working capital?” I 
surely would have answered, as Mr. Greeley, “The excess of current assets 
over current liabilities.” But at the same time, looking at the question and 
answer from different angles, one might be inclined to think otherwise. For 
instance, in the statement, “If the operation of the business means purchas- 
ing new material and the payment of new expenses, etc., etc.,” Mr. 
Greeley appears to be trying to show that the payment of current notes 
and accounts payable is not to be included in the operation of the business. 
It is safe to state, at least as far as I am concerned, that the payment of 
current liabilities is an indirect, if not a direct, element comprised in the 
operation of the business. If a firm were to cease to meet these obligations, 
it is quite evident that it would soon be compelled to cease all other opera- 
tions of the business. On the other hand, if the operation of the business 
means the purchase of new material and the payment of new expenses only, 
then in the particular case of the Blank Co., at February 10, 1916, the 
working capital could not be construed to be more than the $2,100.00 in 
cash (in bank and on hand) and, in cases where the notes receivable would 
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be acceptable to creditors as payment for such purchases, the $2,000.00 of 
notes would also be included as working capital; but in no circumstances 
could it be said that the working capital is $15,000.00 as Mr. Greeley states. 
What firm purchases new material for or pays expenses with inventory of 
finished goods, raw materials or goods in process? It might be claimed by 
some that the accounts receivable may be assigned as payment for new 
materials or new expenses, and, in that case, would be called working 
capital; but assignment of accounts is not good practice and unusual, and 
therefore such claim should be given little weight. 

I do not wish to be considered as defining working capital as current 
assets; but, nevertheless, I think that the theory deserves consideration, 
and, therefore, I should like to see a more diversified discussion of it in 
THE JOURNAL OF ACCOUNTANCY. 

Yours truly, 
WILLIAM H. GoLpBERc. 





Compulsory Apprenticeship 
Editor, The Journal of Accountancy: 


Stir: Undoubtedly all will agree that compulsory apprenticeship is 
needed in the various trades, due to the fact that those persons entering 
them have not had a technical education and therefore during their 
apprenticeship receive the necessary training in reference to the business 
which they intend to pursue. If we desire our profession (?) to be a 
profession, and we all agree that it should be one, we must eliminate the 
obnoxious compulsory apprenticeship. 

It is conceded that the medical profession is the most important pro- 
fession because it deals with life, where our profession only deals with 
the pocketbook; if we have not life we cannot have pocketbooks. The 
medical profession has grown, and those in it who are worthy have also 
grown without the necessary obnoxious compulsory apprenticeship laid 
down by the founders of the certified public accounting profession; 
undoubtedly this apprenticeship was injected into the laws due to the 
fact that we incorporated within our laws the requirements of foreign 
countries. This part of the law is absolutely unreasonable and has a 
tendency of smothering ambition and creating a trust which is objection- 
able to free thinking men; therefore it is my belief and opinion that if 
the certified public accounting profession is to become that which we wish 
it to become, we must eliminate compulsory apprenticeship. 

If this unjust law is corrected, a young man who has secured the 
fundamental education and passed the C.P.A. examination can open an 
office and start to practise, and if he be of the right material he will not 
undertake to do any work that he feels he is incapable of handling with- 
out consulting a certified public accountant with years of practical experi- 
ence. If he is not of the right material he will not succeed, regardless 
of apprenticeship or education. 

I do not think it wise to reduce the educational requirements or the 
standard of examinations of the present day, but I do believe and agree 
with the president of a New York bank, who has said, at least to the 
best of my memory, that the certified public accountants are creating a 
trust that is second to none in the United States. 

For further proof that this compulsory apprenticeship is unnecessary 
I take the liberty of stating that at least fifty per cent. of the practising 
certified public accountants have neither served as apprentices nor have 
they passed the required state C.P.A. examinations. 

Yours very truly, 
Joun A. Wut, C.P.A. 

St. Louis, Missouri. 
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“Recruits Wanted” 
Editor, The Journal of Accountancy: 


Sir: I have read your editorial Recruits Wanted, appearing in the 
February issue of the JouRNAL, and am much interested in the general dis- 
cussion which has followed. It seems to me that young men who have 
completed their professional training in accountancy and seek to secure 
employment as an essential for the degree expect altogether too much 
in the way of remuneration. The accounting profession in my estima- 
tion is rapidly approaching the same public viewpoint as the legal pro- 
fession, and I think junior accountants should be willing to make the same 
sacrifices in order to secure the practical experience and knowledge that 
the young lawyer has to make when he graduates. I have been a student 
of accountancy and have done considerable work along that line, but if 
my desire were to make it my life work I should feel willing to offer my 
services to a firm of accountants gratuitously for at least a few months: 
at the end of such time I might be worth a slight remuneration. This is 
being done every day in the legal profession—and oft-times greater sacri- 
fices—and more time has been spent in preparation than is the case 
with students of accounting. We must also consider the laws of demand 
and supply. A young man who has been with a concern several years 
knows the business thoroughly and may be drawing $40 per week. He 
completes a course in accountancy, passes his examination, endeavors to 
secure employment prior to receiving his certificate and is dismayed at 
the lack of demand for his services. He does not realize that with his 
firm no one could step in and immediately fill his place, consequently he 
was valuable; but, when it comes to organized business knowledge in 
general he is in his infancy. There are hundreds who know just as much 
or just as little, and he must meet competition. I am sure I have not 
mentioned anything new, but it may be “food for thought,” and it is often 
the little things we overlook. 


Respectfully yours, 


G. L. Wuite. 
651 First Street, Braddock, Pennsylvania. 





Editor, The Journal of Accountancy: 


Sir: I have read with considerable interest the correspondence in 
THE JouRNAL on the subject Recruits Wanted. I can’t help recalling a 
story in one of McGuffey’s Readers entitled “Where there’s a will, there’s 
a way.” The young accountants who deplore an apparent condition in 
the public accounting field which renders it undesirable to them do not 
seem to have very much backbone. With your permission I will relate 
a few of my experiences in this field. In 1904 I was graduated from 
our local high school where I received my elementary knowledge of 
bookkeeping. My first position paid me $4.00 per week. In 1908 I began 
the study of an extension course in higher accounting which I pursued 
diligently and in 1912 secured employment as a junior accountant on the 
staff of a large firm of accountants of national fame. In the latter part of 
1912 I returned to Canton, my home, and began in a small way the practice 
of public accounting. The first few months did not go very well but in 
the fall of 1913 I secured quite a lot of engagements which made my 
first year’s income greater than my salary as a junior. My second year 
was twice as big as my first; the third year equalled the first two. I 
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now have a staff of my own to take care of my numerous clients. I 
do not believe that any young man with an accounting education and a 
good, stiff backbone need say that the accounting profession does not treat 
him fairly. Even though a firm of accountants does not offer a hand- 
some salary to an inexperienced accountant, he is bound to be appreciated 
if he does his work diligently and faithfully. You cannot keep a good 
man down. The man who desires success, but who is not willing to pay 
the price, has no place in the accounting profession. 


Respectfully yours, 


Joun E. O. Fexrer. 
Renkert Building, Canton, Ohio. 





New York Society Suspends Member 


At a meeting of the board of directors of the New York State Society 
of Certified Public Accountants held May 8, 1916, the following resolu- 
tion was adopted: 


Whereas, it is the sense of the board of directors of the New York 
State Society of Certified Public Accountants that the preponderance of 
evidence introduced at the hearing held to consider the charges of unpro- 
fessional conduct made against Mr. Perley Morse, a member of this 
society, shows that Mr. Perley Morse made a promise not to remove any 
papers from the office of the T. A. Gillespie Company without the know- 
ledge or consent of the said T. A. Gillespie Company, and 

Whereas, the preponderance of evidence further shows that Mr. Perley 
Morse did remove from the office of the T. A. Gillespie Company certain 
— without the knowledge or consent of the T. A. Gillespie Company, 
an 

Whereas, the preponderance of evidence shows that the promise made 
by Mr. Perley Morse applied to the papers in question, and 

Whereas, it is the sense of the board of directors of the New York 
State Society of Certified Public Accountants that the breaking of this 
promise by Mr. Perley Morse constituted a breach of professional ethics, 
now therefore be it 

Resolved, that a vote of censure be passed on Mr. Perley Morse, and 
that he be and hereby is suspended from the privileges of membership 
in the New York State Society of Certified Public Accountants from the 
date of this meeting, May 8, 1916, until September 15, 1916. 

















News of Societies 


British Society of Incorporated Accountants and Auditors 


Arthur Edwin Woodington, London, has been elected president of the 
Society of Incorporated Accountants and Auditors (Great Britain) for the 
ensuing year. William Claridge, Bradford, has been elected vice-president. 

The council of the society has issued the thirty-first annual report, which 
states that nearly 1,000 members and students are now on active service. 
Four members and seven articled clerks have been killed in action, and two 
members have been mentioned in dispatches. During 1915, 109 new mem- 
bers were added to the society’s roll, which at the close of the year con- 
tained 2,772 names. The number of candidates for examination, owing to 
the war, was reduced to 342, of whom 255 passed and 87 failed. The income 
of the society for 1915 was £6,277, and at the close of the year there was 
an accumulated surplus of £10,523, exclusive of £3,108 held for benevolent 
purposes. 





Maryland Association of Certified Public Accountants 


At the annual meeting of the Maryland Association of Certified Public 
Accountants held in Baltimore June, 13, 1916, the following officers were 
elected for the ensuing year: President, Thomas L. Berry; vice-president, 
Ernest E. Wooden; secretary, Ernest C. Hendrix; treasurer, Elsa 
Doetsch; trustees, the officers named above and in addition Edward 
Fuller, Charles O. Hall, Elmer L. Hatter and Alexander Tinsley; auditor, 
Florence Hooper; delegates to convention of American Association of 
Public Accountants, Charles O. Hall and Elmer L. Hatter; alternates, 
Thomas L. Berry and Edward Fuller. 





Missouri Society of Certified Public Accountants 


At the annual meeting of the Missouri Society of Certified Public 
Accountants held in St. Louis June 9, 1916, the following officers were 
elected for the ensuing year: President, F. A. Smith; first vice-president, 
E. G. H. Kessler; second vice-president, J. M. McShane; secretary, F. C. 
Belser ; treasurer, J. D. M. Crockett. The following were elected directors : 
J. D. M. Crockett, John Will and R. C. Brown. The delegates to the con- 
vention of the American Association of Public Accountants are D. L. Grey, 
B. D. Kribben and F. A. Smith. 





Kansas City Chapter—Missouri Society 
At the annual meeting of the Kansas City chapter of the Missouri 
Society of Certified Public Accountants the following officers were elected 
for the ensuing year: President, Edward Fraser; first vice-president, 
William Mendenhall; second vice-president, J. D. M. Crockett; secretary, 
A. F. Brodie; treasurer, E. J. Dillon. 
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Los-Angeles Chapter—California State Society 


At the annual meeting of the Los Angeles chapter of the California State 
Society of Certified Public Accountants held May 26, 1916, the following 
officers were elected: President, Reynold E. Blight; vice-president, F. F. 
Hahn; secretary and treasurer, E. H. Spencer; directors, William Macken- 
drick and A. M. Loomis. 





Maryland State Board of Accountancy 


The governor of Maryland has appointed the following members of 
the state board of accountancy: Chairman, Thomas L. Berry; secretary 
and treasurer, William A. Gillespie; William Milnes Maloy, George E. 
Barnett and Ernest E. Wooden. 





Georgia Society of Certified Public Accountants 


At the annual meeting of the Georgia Society of Certified Public 
Accountants the following officers were elected: president, Joel Hunter; 
vice-president, Alonzo Richardson; secretary and treasurer, Charles 
Neville. 





Rhode Island Society of Certified Public Accountants 


At the annual meeting of the Rhode Island Society of Certified Public 
Accountants the following officers were elected: President, Hamilton L. 
Carpenter; vice-president, William B. Sherman; secretary and treasurer, 
Lewis G. Fisher. 





The formation of a partnership consisting of Henry N. Holdsworth, 
C.P.A., and Edward W. Hooke, C.P.A., is announced. The firm name will 
be Holdsworth, Hooke & Company with offices in Iowa City, Chicago 
Wichita and New York. 





John H. Baker, C.P.A., announces the removal of his main offices from 
Colorado Springs to First National Bank Building, Denver. He retains a 
local office at Hagerman Building, Colorado Springs. 





Herbert E. Hart announces the opening of an office for the practice of 
public accounting at 301, Lincoln building, Champaign, Illinois. 





Henry Varay, C.P.A., announces that he has opened an office at 149 
Broadway, New York. 





Henry F. Moore, C.P.A., announces that he has opened an office at 859 
Empire Building, Seattle, Washington. 
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